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The Department of Corrections manages the State's adult correctiond facilities and the
adult parole system. The Department al so operates the Prison Canteensand the Division
of Correctiond Industries. The canteens provide various persond itemsfor purchase by
inmates, including toiletries, snack foods, and phone services. Correctiona Industries
operates furniture manufacturing facilities, computer manufacturing, a leather products
shop, metd fabrication, aprint shop, variousfarming and ranching facilities, Colorado sate
forms production and didtribution facilities, an automotive service sation, and the State's
license plate manufacturing facility. Correctiond Industries dso manages the State's

surplus property.

The Department’s Fisca Y ear 2002 operating budget was gpproximately $517.9 million
with5,969.7 full-timeequiva ent staff (FTE). Adminidrativeofficesfor the Department are
located in Cafion City and Colorado Springs. Correctiona facilitiesarelocated throughout
the State and include Buena Vista, Canon City, Denver, Pueblo, Limon, Ordway, Delta,
Rifle, Golden, Serling, and Fort Lyons.

The following comment was prepared by the public accounting firm of BKD, LLP, who
performed audit work at the Department of Corrections.

Donated Assets

During Fiscal Year 2002 the U.S. Veterans Administration donated a facility to the
Department of Corrections that had been operated as a care center for veterans. The
fadility islocated in Fort Lyons, Colorado, and conssts of 102 buildings with a total of
579,718 gross square feet. There are 36 significant buildings, 43 employee resdences,
and 23 miscellaneous support structures. The facility will be converted to a correctiona
fadility with an emphads on health care services for offenders. It is capable of supporting
an inmate population of 1,000.

Gover nment Accounting Standar dsrequirethat donated assetsberecorded at fair value.
There was no gppraisd conducted on the facility; however, an internd survey of the
exising campus was conducted by the Department to establish a vaue for the facility.
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Based on the survey, the Department calculated that the replacement cost of the 102
buildings would be approximately $103 million. However, based on an accumulated
depreciation caculation, the actua value recorded on the State's accounting system was
$21.5 million. The method used by the Department does not gppear to be the best
measurement for determining fair vdue. The Department's method relied on internd
estimates of replacement vaue, rather than on obtaining information that would have
reflected the current market value of the donated facility.

Recommendation No. 1:

The Department of Corrections should establish a policy to determine how future donated
assets will bevaued, including the use of appraisers, when the estimated value of the asset
exceeds a pecific dollar threshold.

Department of Corrections Response:

Partidly agree. The Department of Corrections did not have funds available or
appropriated to useaprofessiona gppraiser to determinethe estimated fair market
vaue of the Ft. Lyons assets donated to the State. Dueto alack of fundsfor an
gppraisa (lowest bid was $22,000), the Department interndly caculated a fair
market valuebased on outs de congtructionfactors, historica prison building costs,
and age and condition of the assets. We believe our fair market vaue caculation
of the Ft. Lyons assets was reasonable.

The Department will develop a written interna policy to utilize professond
appraisersto vaue donated assets when the asset fair market vaue is anticipated
to exceed $5 million. The use of appraisers will be subject to funds being
appropriated or available for such services. Policy will be written and
implemented effective March 1, 2003.
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The Department of Higher Education was established under Section 24-1-114, C.R.S,,
and includesdl public higher educationinditutionsinthe Sate. 1t dsoincludesthe Auraria
Higher Education Center, the Colorado Commission on Higher Education, the Colorado
Council ontheArts, the Colorado Student L oan Division, the Colorado Student Obligation
Bond Authority, the Colorado Historical Society, and the Division of Private Occupationd
Schools.

State public inditutions of higher education are governed by six different boards. The
governing boards and the schools they oversee are:

* Board of Regentsof the University of Colorado
University of Colorado at Boulder
Univergity of Colorado at Colorado Springs
University of Colorado a Denver
Hedlth Sciences Center

» StateBoard of Agriculture - Colorado State University System
Colorado State University
Fort Lewis College
University of Southern Colorado

* Trusteesof the State Colleges of Colorado
Adams State College
Mesa State College
Metropolitan State College of Denver
Western State College
Western Colorado Graduate Center

 State Board for Community Colleges and Occupational Education
(SBCCOE)
13 Community Colleges
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* Trusteesof the Universty of Northern Colorado
Univergity of Northern Colorado

e Trusteesof the Colorado School of Mines
Colorado Schoal of Mines

Colorado Historical Society

The Colorado Historica Society, founded in 1879, is dtatutorily designated as an
educationd indtitution in the State. It has exclusive control over the State's historical
monuments and in this capacity has the duty to survey suitable sites and structures for
higtorica designation by the State. The Society is charged with adminigtration of a Seate
register of historica properties. It dso distributes Gaming revenueto gaming citiesthrough
agrant program for historic preservation.

The Colorado Historica Society was appropriated $33.4 million and 104.4 full-time
equivalent Saff (FTE) for Fiscal Year 2002. Approximatdly 85 percent of the funding is
from Gaming revenue.

Colorado Historical Society
Fiscal Year 2002 Funding Sources

(In Millions)
Museum Cash
Gener; sunds Funds
$28.3 Federal Grants
$.6

Source: Joint Budget Committee Fiscal Y ear 2003 Approprigtions Report.
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Capital Assets Tracking

State agencies are responsgible for ensuring that al capital assets are properly recorded,
inventoried periodicaly, and safeguarded. At June 30, 2002, the Colorado Historical
Society had gpproximately $14.8 millionin capital assats, which consst primarily of art and
higtoricd treasures, leasehold improvements, and buildings. Thisincluded about $695,000
in computer equipment and furniture.

We found that the Society properly recorded the mgjority of its capital assets. However,
the Society has not performed acomplete physicd inventory of its furniture and computer
equipment for the past two fiscd years.  According to the Society, theinventory listing of
capita assets had many incomplete and ambiguous asset descriptions, making someitems
difficult to identify and count. Agencies are required to perform a physica inventory at
fiscd year-end or a another specified time. Since there are incompl ete asset descriptions,
it isimportant for the Society to determinethat all of its assets are accounted for properly.

We bdieveimprovementsto the Society's controlsover computer equipment and furniture
inventories would ensure that its capital assets are adequately safeguarded and properly
recorded on the State's accounting system.

Recommendation No. 2:

The Colorado Higtorica Society should perform a complete physica inventory at fisca
year-end or another specified time.

Colorado Historical Society Response:

Agree. We will perform a complete physica inventory on or before June 30,
2003, and at least annually theresfter. We bdievethe Society'scapita assetshave
been properly recorded on the State's financid system and are appropriately
safeguarded through acombination of employeeintegrity, building security, proper
financia recording and physica inventory processes.
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The Department of Human Services was created on July 1, 1994, to manage, administer,
oversee, and ddiver human sarvices in the State.  The Department supervises the
adminigtration of the State's public ass stance and welfare programs throughout the State.

Most of these programs are administered through loca county departments of socid
sarvices. In addition to these programs, the Department is responsible for operating a
number of facilities that provide direct services, including menta hedth indtitutes, nursang
homes, and youth corrections. In Fiscd Year 2002 the Department expended
approximately $1.8 hillion and had 4,748.4 full-time equivaents (FTE). The following
charts show the operating budget by funding source and the divisiong/offices with the
largest number of FTE, respectively, for Fisca Y ear 2002:

Department of Human Services
Fiscal Year 2002 Operating Budget by Funding Source (In Millions)

Cash Fund $68.9

General Fund $493

Cash Funds Exempt $772.

Federal Funds $467.8

Source: Joint Budget Committee Fiscal Y ear 2002 Appropriations Report.
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Department of Human Services
Divisions With the Largest Number of Full-Time Equivalents (FTE)

Division of Youth Corrections 895.7

Office of Self-Sufficiency 277

Office of Operations 515.2

Other 495.9

Behavioral Health and Housing 1,386.9

Rehabilitation and Disability 1,177.7

Sour ce: Joint Budget Committee Fiscal Y ear 2002 Appropriations Report.

We reviewed and tested the Department's interna accounting and adminigrative controls
and evduated compliancewith stateand federd rulesand regulations. Generally, wefound
that the Department has adequate adminigtrative and interna controlsin place to oversee
its operations and meet state and federa requirements. We identified four areas where
improvements could ass s the Department in effectively managing itsrespongibilities - one
related to financial statement issues and three related to federal awards. Please refer to
page 177 in the Federd Awards Findings section for recommendations related to federd
awards.

Preparation of Department Exhibits

Attheend of eachfisca year, the State Controller’ s Officerequires al agenciesto prepare
and submit reports, or “exhibits,” for usein compiling thestatewidefinancid satementsand
required footnote disclosures. Exhibits provideinformation such as significant accounting
estimatesmade by agencies, detailed information on federa recelptsand expenditures, and
schedules of capitd lease payments. Within each department, each agency isresponsible
for preparing its own exhibits. During our Fiscdl Year 2002 audit we tested the exhibits
submitted by the 12 agencies within the Department of Human Services and found that in
some ingtances the information reported was not correct.
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We tested 68 exhibits submitted by the Department. We noted that 11 of the 68 exhibits
contained errors. Specificdly, errors or omissions were found on the following exhibits:

Reporting for Risk Financing and Related Insurance Issues: This exhibit
reports the detall of agencies arrangements for insuring againgt risks. DHS was
sef-insured for workers' compensation between July 1985 and June 1990 and is
required to submit this exhibit for pending or ongoing clams. We found that
because Depatment daff faled to make an accounting adjustment, the
Department’ sliability for insurancewoul d have been understated by gpproximeatdy
$150,000 at June 30, 2002.

Schedule of Changes in Long-Term Liabilities. This exhibit reports the
changesin long-term ligbilities from the previous fiscd year-end. Out of the 12
agencieswithin DHS that submitted this exhibit, only 2 submitted the exhibit in the
format as prescribed in the Fiscal Procedures Manual published by the State
Controller’ s Office. The remaining 10 agenciesindicated they deleted one section
of theexhibit prior to submisson because they had no information toincludein that
section. However, this section should have been included because it reports
amounts due to other funds, and without the section, it was unclear whether the
Department had any amounts to report.

Schedule of Capital Leases: The exhibit reports information on payment
schedules for capital assets acquired under lease financing. We noted in two
instances that amounts recorded on the exhibit did not agree to the amount
reported on the State's accounting system, COFRS. These errors totaled
approximately $1,100.

Schedule of Federal Assistance: Thisexhibit isused for the preparation of the
State' s Schedule of Expendituresof Federal Awards(SEFA). The SEFA reports
dl expendituresrelated to federal grants awarded to the State for the current fiscal
year. We identified four errors on theinitid and revised exhibits prepared by the
Department for its largest agency and one state nursing home. In three cases,
expenditures totaling approximatdy $14,000, $124,000, and $15.5 million,
repectively, were classified under thewrong federd program. Inthefourth case,
the beginning accounts receivable balance was less than the amount recorded on
COFRS by $300.
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e Major Accounting Estimatesin Excess of $1 Million: This exhibit provides
informationfor major accounting estimates recorded at fisca year-end. Wefound
that accounts payable reported on the exhibit were erroneoudy understated by
about $363,000 compared with amounts reported on COFRS.

The Department submitted revised exhibits to the State Controller’ s Office to correct the
identified errors. Itisimportant that the Department improve controlsover the preparation
of exhibits because this information is the basis for disclogng critical information to users
in the footnotes of the State's financia statements, and the submission of revisions can
contribute to delays in the timely preparation of the Stat€'s financid Satements.
Improvements would also reduce the need for accounting staff to spend additiond time
preparing revised exhibits.

Recommendation No. 3:

The Department of Human Services should improve controls over the preparation of fiscal
year-end exhibits submitted to the State Controller’ s Office to ensure that information is
accurate and complete.

Department of Human Services Response:

Agree. The Department of Human Services will enforce the procedure to have
someone other than the preparer review each exhibit before submission to the
State Controller’ s Office beginning August 1, 2003.
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Established by the State Congtitution, the Judicial Department is a separate branch of the
State’ sgovernment. The Chief Justice of the Supreme Court isthe head of the branch and
is respongble for establishing adminigrative procedures for the following courts:

*  Supreme Court

* Court of Appedls

e Tria Courts and Probation
22 digtrict courts

64 county courts

7 water courts

23 probation departments
Denver Juvenile Court
Denver Probate Court

nuu;mwmmwouowwm

Severd offices and committees within the Department operate outside the direction and
control of the State Court Adminigtrator to provide services to the Judicial Department.
The Office of the Public Defender provides legd representation for the indigent. The
Office of Alternate Defense Council provides representation for the indigent when there
isaconflict with the Public Defender representing theindividud. The Office of the Child's
Representative ensuresthe provision of legd representation to childreninvolved injudicid
proceedingsin Colorado.

InFiscd Y ear 2002 the Department was appropriated approximately $271.5 million and
3,174.9 full-time equivdent saff (FTE.) The Department receives gpproximately 80
percent of its funding from the State’' s Generd Fund.

The following was prepared by the public accounting firm of Grant Thornton LLP, who
performed audit work at the Judicia Department.

Office of the Child’s Representative

During the 2000 legidative session, the Generdl Assembly passed House Bill 00-1371,
whichcreeted the Office of the Child' s Representative within the Judicia Department. The
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Office is respongble for ensuring uniform, high-quality lega representation and non-lega
advocacy to childreninvolvedinjudicid proceedingsin Colorado. Thisincludesenhancing
the legd representation of children, establishing fair compensation for services, setting
minimum practice and training standards, determining maximum caseloads, establishing
overdght committees throughout the State, and working collaboratively with the date
court-gppointed specid advocate (CASA) to develop loca CASASs in each Judicia
Didrict. The Office has four full-time equivaent saff and is a generd funded agency.

Fiscd Year 2002 wasthefirgt full year of operations for the Office.

Office of the Child’s Representative
Fiscal Year 2002 Expenditures

Expenditure Amount Expended
Attorney Services- By Type of Case:
Dependency and Neglect $5,349,032
Juvenile Ddlinquency 1,203,240
Domestic Rdations 424,682
Truancy 172,982
Probate 89,000
Paternity 78,507
Counsdl Expenses 5,286
Other 27,001
Subtotal: Attorney Services 7,349,730
Adminigrative and Operating Cogts 449,404
Traning 23,938
CASA Contribution 20,000

Total Expenditures $7,843,072
Sour ce: Data obtained from the Office of the Child's Riresentative.

Attorneys are appointed by judges and magistrates as advocates to represent children’s
best interests in various types of legal proceedings.
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Pursuant to House Bill 00-1371, we reviewed the Offices system of internd controlsand
examined expenditures. We noted that several key controls had been established,
induding review and approval documentation, segregation of duties, use of purchase
ordersfor purchases over $5,000, and that fees paid to attorneyswere based on theterms
of written contracts.

We sdlected 40 cash dishursements, totaling $179,224, for testing. Thirty-seven attorney
payments and three general vendor disbursements were selected. We found that the
invoices were in compliance with internd policies, Chief Justice directives, and satutes.
The invoices were recorded correctly and in a timely manner on the Court-A ppointed
Counsdl and State saccounting systems. Werecd culated hourly billsand agreed contract
billings to supporting documentation. We found that invoices contained the proper
evidence that they had been reviewed and approved for payment. For attorney
disbursements, we reviewed supporting documentation for contract disbursements, noted
written verification of gppointment, and noted specific written approva for fees requested
over the maximum threshold for the type of case. For vendor and other payments, we
determined that a W-9 was obtained for new vendors as required by federal law.

We reviewed al Fisca Y ear 2002 expense reports submitted by the Board of Directors,
Colorado Springs Guardian Ad Litem Office, and the Office’ sDenver location. Wefound
that al expense reports were properly approved.

We compared total sdaries recorded on the State' s accounting system with a listing of
sdaries and contracts by individual. These items were reconciled without exception.

No recommendation is made in this area.
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The Department of Labor and Employment is responsible for providing services to
employersandjob seekers, and enforcing laws concerning labor sandards, unemployment
insurance, workers compensation, public safety, and consumer protection. The
Department comprises the following magor organizationd units:

* Divison of Employment and Training
» Divison of Workers Compensation
» Divison of Qil and Public Safety

» Dividon of Labor

» Executive Director's Office

The Department was appropriated $130.2 million and 1,035.4 full-time equivaent staff
(FTE) for Fiscd Year 2002. Approximately 33 percent of the fundingisfrom cash funds
and the other 67 percent is from federa funds. The following chart shows the operating
budget by mgor organizationd unit during Fiscal Y ear 2002.
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Department of Labor and Employment
Fiscal Year 2002 Operating Budget by Organizational Unit (In Millions)

Employment and Training $80.1

Labor $0.9

Oil and Public Safety $3.6

Executive Director's Office $23.6 Workers Compensation $22.0

Source: Department of Labor and Employment records.

Thefollowing commentswere prepared by the public accounting firm of Clifton Gunderson
LLP, who performed audit work at the Department of Labor and Employment.

Allowance for Doubtful Accounts-
Over payments of Unemployment Benefits

The Department records an accountsreceivableto reflect overpayments of unemployment
benefitsto individuals. These overpayments are for fraudulent and non-fraudulent clams
filed and received by persons not digible for benefits. Fraudulent claims are benefits
received asaresult of false tatementsor fallureto disclose materiad factswith theintention
of obtaining or increasing unemployment benefits. For example, afraudulent claim might
occur when a person is employed yet is collecting unemployment from a previous job.
Non-fraudulent claims are benefits received by a person who unintentionaly obtained or
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increased his or her unemployment benefits. For example, a non-fraudulent clam might
occur if a person were receiving severance pay but did not realize this needed to be
disclosed on the gpplication for benefits. According to the Department, approximately 30
percent of the current overpayment receivables balanceisdueto fraudulent clams, and the
remaining 70 percent is due to non-fraudulent clams.

The Department collects a portion of these receivables through withholdings of new
benefits gpplied for at alater date by the person who received the overpayment. Inthese
cases, acertain percentage of the new benefitsiswithheld to repay the overpaid amounts.
In addition, Central Collections, within the Department of Personnd and Adminigtration,
performs collection services on these accounts, which may result in garnishment of the
person'swages. Asof June 30, 2002, the Department had recorded about $27.4 million
in receivables for overpayments.

The Department records an alowance for doubtful accounts as an offset to the
overpayment receivableto reflect theamount it actually expectsto collect. The percentage
used to caculate this dlowance is reviewed annudly by the Department. However, we
found that the Department has not performed an andyss of actud collections received
compared with the percentages used for the alowance caculation for severd years.

Asof the end of Fisca Year 2002, the Department recorded an alowance for doubtful
acocounts of $14.9 million, resulting in anet receivable of $12.5 million (unadjusted). We
performed an andysis as part of our audit and determined that the alowance account was
understated by $6 million. The understatement was materid to the State's financia
satements, and the adjustment was made by the Department. \When the adjustment was
recorded, the net receivable decreased to $6.5 million.

Recommendation No. 4:

The Department of Labor and Employment should perform a comparison of actua
collections received for overpayments with the percentages used to adjust the alowance
for doubtful accounts on an annud basis and adjust the percentages as necessary.

Department of Labor and Employment Response:

Agree. Beginning in the current fisca year ending June 30, 2003, the Colorado
Department of Labor and Employment (CDLE) will perform an andysis of actua
collections received for overpayments in order to determine the correct
percentagesto useto determine the alowancefor doubtful accounts. For the past
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severa years, CDLE's finance office has relied on the manager of the office of
Overpayments Collection and Control to provide usan estimate of the probability
of collections. The manager's estimate was based on the sate of the economy and
the unemployment rate, the average time between clams to assess the possibility
of offsetting current benefits to recoup prior overpayments, and actua collections
rates. Rather than reying soldy on the manager's estimate, the finance office will
perform its own andysis and use that in conjunction with the manager's estimate
to adjust the alowance for doubtful accounts.

Retention of Detail Listing

As dated previoudy, accounts receivable on overpayments of unemployment benefits
relateto fraudulent and non-fraudulent claimsfiled by personsreceiving benefitswho were
not eligible. According to Section 8-81-101(4)(b), C.R.S., the Department of Labor and
Employment may not write off overpayment receivables for seven years in cases of
fraudulent clams and five years in cases of non-fraudulent claims, except for certain
circumstances such as death or bankruptcy. Due to the amount of time the recelvables
must be kept, as well asthelow collectibility rates, the number of individua overpayment
recelvable accountsislarge. The Department's benefits system produces anew listing on
amonthly basis.

Dueto the large size of the report, the Department kept only the current month's detail
liging. At thetime of our audit, the accounts receivable detail ligting for this account as of
June 30, 2002, could not be located or accessed from the system. Without the detall
report, it was difficult to substantiate the accounts receivable balance at fiscd year-end.
Therefore, aternative procedures had to be performed. Adequate records must be
maintained to support year-end balances.

Recommendation No. 5:

The Department of Labor and Employment should maintain copies of detall listings of dll
benefit overpayment accounts at fisca year-end.

Department of Labor and Employment Response:

Agree. At the end of each month, the Colorado Department of Labor and
Employment’'s Overpayment Collection and Control Unit produces both a
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summary and a detail report of overpayment receivables. Once the reports are
deemed to be correct, the prior month's detail report isthrown avay. Thereare
multiple reasons for this: the detail report is huge, ahard copy of each clamant's
fileiskept until any overpayment isfully repaid, the 09 and 14 screensin Colorado
Unemployment BenefitsSystem (CUBS) provideoverpayment data, the 05 screen
provides any payment information, the 20 screen contains any decisons made
relevant to an overpayment, and any overpayment can be restored from the
CUBS archivesif necessary. Effective with the year ending June 30, 2003, and
for every year theregfter, the Overpayment and Collection Unit has agreed to
mantan a copy of the June 30 overpayment detal report of al benefit
overpayment accounts until the annua financid audit has been completed.

Benefits Payable Detail Listing

Benefits payable for unemployment insurance claims are recorded as aliability & theend
of the fiscal year on the State's accounting system on the basis of an estimate. The
Department of Labor and Employment uses an estimate because it is unable to produce
a report of clams filed but unpad a fiscd year-end by individuds or of dams paid
subsequent to the fiscd year-end that were for the previous fiscal year. Asareault, the
Department cannot determinethe actua amount of unpaid obligeationsthat remain at apoint
intime. This can cause errors with reporting and andysis a any time during the year. In
addition, it resultsin alack of adequate controls over benefit payments.

As of June 30, 2002, the Department estimated that the amount of benefits payable was
$16.0 million. The estimate was based on historica data and actud data during the year.
Based on our review, we found that the estimate was reasonable.

The current computer system, the Colorado Unemployment Benefit System (CUBS), is
being redesigned and the Department antici pates replacing CUBS with the new “ genesisl”
computer sysem. The “genesid” computer system is intended to have the flexibility to
address user requirements.

Recommendation No. 6:

The Department of Labor and Employment should ensure that the “ genesidl” system will
generate reports listing benefits payable a any point in time and use this informetion to
record benefits payable on the State's financia system.
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Department of Labor and Employment Response:

Agree. The Colorado Department of Labor and Employment's (CDLE) current
Colorado Unemployment Benefits System (CUBS) isnot ableto produceareport
giving Finance the amount of Unemployment Insurance (Ul) benefits payable at
any giventime, nor isit ableto extract theamount of Ul benefitspaid in any period
that were gpplicable to a previous reporting period. This makes the estimate of
Ul benefits payable difficult and a so prevents CDL E Finance from comparing the
estimate to actud after the fact. The new Ul Compensation system (“genesid”)
will have the capability of producing both reports. The new systemwill beableto
produce areport that will give CDLE Finance alisting of Ul benefits payable as
of the end of aquarter. It will dso dlow CDLE to run areport showing the Ul
benefits paid in the subsequent quarter that were gpplicable to the prior quarter.
CDLE finance will be able to compare the accrual to actua and adjust future
accruds accordingly to ensure areasonably accurate Ul benefits payable accrual.
The Ul benefitsportion of “genesid” ison target to berolled out by April of 2004.
CDLE should be &ble to implement this recommendetion for fisca year-end June
30, 2004.

| nfor mation Systems Reconciliations

The Department of Labor and Employment has severd information systems gpplications
in addition to the State's accounting system. One of these systems is the workers
compensation system used to track information for the Subsequent Injury Fund, theMagor
Medical Fund, and the Medica Disaster Fund. Expendituresin thosefundstotaled $16.0
million, $219.4 million, and $5,800 respectively for Fisca Y ear 2002.

The reconciliation between the State's accounting system and the workers compensation
system was not completed until two months after year-end closing for Fisca Y ear 2002.
We reviewed the reconciliation and found no problemsfor Fisca Y ear 2002. However,
the dday of the reconciliaion could result in materid differences between the two
information systems that may not be found until after fiscal year-end close. We noted that
dthough it is the Department's policy to make these reconciliations on a monthly basis
throughout the year, it did not perform the reconciliations during Fiscal Y ear 2002 until
after year-end.
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Recommendation No. 7:

The Department of Labor and Employment should ensure that reconciliations between dl
workers compensation information systems and the Stat€'s accounting system are
performed on at least a quarterly basis throughout the year and that any discrepancies
between systems are resolved on atimely basis.

Department of Labor and Employment Response:

Implemented. The accounting technician who reconciles the workers
compensation system to the State's accounting system has recently gained access
to dl the monthly COFRS and Workers Compensation reports required to
performthereconciliation. Thetechnician iscurrently reconciling the two systems
for the period of July through December 2002, and will perform the reconciliation
on amonthly basis from this point on.
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The Department of Natura Resourcesis responsble for encouraging the devel opment of
the State's natural resources. Resourcesinclude land, wildlife, outdoor recregtion, water,
energy, and minerds. The Department operates under the authority of Section 24-1-124,
C.R.S. The Department comprises the Executive Director's Office, which is responsible
for the adminigtration and management of the overall Department, and the following eight
sections.

« Wildife

» Water Resources

o State Board of Land Commissoners

e Parks and Outdoor Recreation

* QOil and Gas Consarvation Commission
» Divison of Minerads and Geology

» Water Conservation Board

* Geologicd Survey

The Department's Fiscd Year 2002 operating budget was about $169.3 million with
1,515.3 full-time equivdent saff (FTE). The Depatment is primarily cash-funded.
Revenue sources include hunting, fishing, and other licenses; roydties and rents; interet;
and other sources. The following chart shows the Department's operating budget by
divison, board, and commission for Fisca Y ear 2002.
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Department of Natural Resour ces
Fiscal Year 2002 Budget by Divison /Board/Commisson

(In Millions)
Wat Other
er
$15.9 -
Conservation Wildlife

$72.9

$13.8

Executive

Dlrec_tor S Parks and
Office
$23.7 Outdoor
' Recreation
$24.6

Sour ce: Joint Budget Committee Fiscal Y ear 2003 Appropriations Report.

Procurement Cards

InFisca Y ear 2001 the Department of Natural Resourcesbegan using procurement cards.
These are credit cards issued to approved staff for making purchases for Department
busness. Charges made with the card are the liability of the Department unless the
cardholder violates the terms of the card's use. Each cardholder's supervisor acts as an
goproving officd who is respongble for ensuring cardholders comply with the
Department’ sprocurement card policies. Spending limitsareestablished by acardholder's
gpproving officid in conjunction with the Department procurement card administratorsand
are based onthe purchasing needs of the employee. The spending limits range from $500
to $3,000.

The Department's Procurement Card Guide outlines policies and procedures for the use
of procurement cards as well as respongibilities for both cardholders and their approving
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offidds. Someof these policiesinclude requiring the cardholder and the gpproving officia
to review and sign the card statements on a monthly basis as wel as requiring the
cardholder and gpproving officia to Sgn an agreement indicating that they will comply with
al terms of the cards.

Asof June 30, 2002, about 275 Department empl oyees had procurement card privileges.
During Fiscal Year 2002 the Department made purchases totaling about $793,000.
During our audit we selected a sample of 25 employees who had procurement cards and
reviewed one monthly statement for each employee sdlected. We found severd problems
with 21 of the 25 employee statements reviewed, or 84 percent of the sample.
Specificdly, we found the following:

Seven ingtances in which monthly statements were not reviewed by the
cardholder and/or approving official. The Department's procurement card
policies are intended to ensure that all purchases on the statements are
appropriate. In addition, the gpproving officid's review ensures that adequate
documentation has been maintained to support al purchases. When areview of
the statement is not performed, the risk increases that non-business-related
purchases may be paid for with state monies. After our audit, these statements
were subsequently reviewed by the Depatment's procurement card
administrators, and expenditures were determined to be appropriate.

Sixteen supervisorsfor whom the Department did not have an Approving
Official Procurement Card Agreement on file. By sgning the gpproving
officd agreement form, the supervisor indicates that they understand their
respongibilities as the gpproving officid. These respongbilities indude reviewing
monthly card statements and obtaining supporting documentation from the
employee for al purchases. In addition, the gpproving officid is responsible for
submitting the appropriate coding to Department accounting staff to ensure that
charges are dlocated to the correct appropriations and accounts for payment.

Two employees for whom the Department did not have a Cardholder
Procurement Card Agreement on file. By sgning the cardholder agreement
form, the employee indicates that they understand their responsbilities as the
cardholder. These responsibilities include maintaining supporting documentation
for al purchases, reviewing monthly statements; and following applicable Satutes,
rules, policies, and procedures for each card purchase.

In addition to the procurement card policies mentioned above, the Department has a
policy that requires review of dl procurement card purchases made by every Department
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cardholder every sx months. Any problems noted during the review of the card
gatementsare to be documented and presented Department-wide to ensure that instances
of purchasing mistakes or misuse are not repested at any division within the Department.
During our audit we found that reviews are not routindy performed. Specificdly, the
Department has not performed any reviews for the past year and a half.

The Department should take steps to improve the adminigiration of the procurement card
program to ensure that Sate funds are spent gppropriately. Enforcing these requirements
should reduce therisk of errors or irregularities.

Recommendation No. 8:

The Department of Natural Resources should improve the administration and monitoring
of the procurement card program by ensuring that:

a. All monthly procurement card statements are reviewed and signed by both the
employee and the approving officid.

b. All employees and gpproving officids have sgned cardholder agreement and/or
goproving officid forms.

c. Reviewsof procurement card satementsare performedin accordancewith policy.

Department of Natural Resour ces Response;
Agree.

a. Asthe current Department audit for Fiscal Year 2002 is being conducted,
each cardholder and hisher gpproving officid is being contacted to remind
them to sign the statement. Also, a letter went out to al cardholders and
gopproving officids in September 2002 reminding them of thelr respongbilities
as participantsin this program.

b. The letter sent to cardholders and approvers in September included
agreements to be signed and returned. A new database has been devel oped
to track these agreements.

c. Theaudit of the procurement program was delayed dueto thelossof an FTE
inthe Accounting/ Purchasing Section. The Purchasing Director hastaken on
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the respongbility of auditing the procurement cards, in accordance with the
current audit policy, for Fiscd Year 2002. When this is accomplished, the
audit plan and policy will be revised to require a more reasonable review to
include random samples, particularly for cardholdersthat have demonstrated
that they are complying with the requirements. Thisshould resultin moretimely
review and audit of cardholder statements.

Implementation date: March 31, 2003.

Capital Assets Tracking

The Department is respongble for ensuring that al capita assets are properly recorded,
inventoried periodicaly, and safeguarded. M ost of the Department’ s$201 millionin capita
assets are located at various parks and wildlife facilities throughout the State. Assets
indudeland, improvementsto land, buildings, leasehold improvements, equipment, library
books, historical tressures, and infrastructure. Examples of infrastructure include roads,
bridges, and dams. Under anew governmental accounting standard effectiveinFiscal Y ear
2002, the Department is required to capitalize certain long-lived assets and depreciate
them over their estimated useful lives.

However, during our audit we found the following problems with how the Department
accounts for its inventory of land, buildings, leasehold improvements, and infrastructure:

The Department has not performed an annual physical inventory at all of
itslocations. The Divison of Wildlife did not complete a physica inventory of
its $140 million in capita assets. If aphyscd inventory isnot performed, thereis
arisk that State assets are not adequately safeguarded and that assets are not
accurately reported on the State’ s accounting system.

The useful lives assigned to capital assets are not reasonable. The
Department established useful livesof 27.5 yearsfor al buildingspurchased before
1975 based on genera guidelines established by the State Controller’s Office.
While the State Controller’s guidelines suggest a useful life of 27.5 years for
buildings, the guiddines aso suggest that the estimated useful life of acapital asset
isafunction of each agency’s experience. By assigning useful lives of 27.5 years
to its older buildings, the Department has not taken into account its own
experience. Experiencewould suggest that the buildings are expected to bein use
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past Fiscal Year 2002. Several state agencies assigned useful lives of 100-plus
yearsto their buildings.

* For costs of building and leasehold improvements, the Department
inappropriately established a useful life beyond the useful life of the
original asset. The end of the useful life of theimprovement should coincide with
that of the original asset. For example, if an addition is made to an existing
building, the estimated remaining useful life of the addition should be the same as
the building it improved.

* The Department capitalized many items that are below the State's
established capitalization criterion of $50,000. For example, about half of the
Department’s 216 buildings had historica costs of less than $50,000 and in totd
amounted to only $3.3 million of the Department’s $47.6 million in buildings, or
lessthan 7 percent. At the Division of Wildlife, 80 buildings had historica costs of
less than $50,000 and in totd amounted to only $2.9 million, or 11 percent of the
Dividon's $25 million in assats. While the Department may establish lower
thresholds based on its own experience, the Department has in effect established
no threshold. The vaue of buildings should be tracked for insurance purposes.
However, it is an unnecessary use of daff resources to track and record
depreciation on these relatively low-cost structures.

In addition to concerns regarding the need to safeguard assets and appropriately report
financid information on capitd assets, we are particularly concerned about the vauation
of the capitd assts a the Divison of Wildlife. The Generd Assembly designated the
Wildife Cash Fund fund bal ance as part of the TABOR emergency reservefor Fiscd Year
2002. Of the Divison's $179 million fund baance, $140 million rlaes to invesmentsin
capital assets. Therefore, the completeness and accuracy of the amounts recorded as
capital assetsis egpecidly important. If these assets are not accurately reported, thereis
the risk that there may be an insufficient reserve for TABOR purposes.

Recommendation No. 9:

The Department of Natural Resources should improve its controls over capita assets by:
a. Peforming an annud physcd inventory at dl of itslocations.
b. Egablishing reasonable useful livesfor origind assetsand additionsto those assets

based uponitsown experience and documented assumptionsand ensuring that the
useful lives of improvements are the same as or less than the original asset.
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c. Rasgng its capitdization thresholds to the levels recommended by the State
Controller's Office, or establishing other reasonable thresholds based upon
documented experience.

d. Making the proper adjustments to the State' s accounting system based upon the
results of its physica inventory, its review of established useful lives, and its
reevauation of capitaization criteria

Department of Natural Resour ces Response:

a. Agree. Sincethe Department's physica assetsarelocated at sitesal around
the State, the respongbility of conducting the physica inventory isassigned to
the manager in charge at each location. Reminders and requests for physica
inventories are sent to each manager by the DNR central accounting staff.
Follow-up natifications are dso sent when responses are not received by a
Spoecified date. Prior to Fisca Year 2002, the Deputy Director of the
Department would notify the Division Directors of any managerswho did not
respond after the second natification. With changes in EDO staff in Fisca
Y ear 2002, this practice was not followed. DNR accounting will recommend
new procedures in Fiscal Year 2003 to ensure compliance with the annua
inventory requirement. To be implemented June 30, 2003.

b. Agree. Since this was the first year of caculaing depreciation and the
Department had no prior basis for determining useful life or the actud
condition of buildings, the Department opted to follow the State Controller's
guiddines for useful when cdculating depreciation. Having completed
development of a capital asset database in Fisca Year 2002, additional
refinements will be made to better identify a more accurate useful life as well
as identifying and tracking specific improvements to specific buildings, a
process which has never been done in the past. To beimplemented June 30,
2003.

c. Patidly agree. The current Department practice of capitdizing assets whose
vaue is less than the State Controller's threshold alows the Department to
efficdently ensure that property owned by the Department is accurately
categorized and vaued for reporting to Risk Management for insurance
purposes by using one single database. This has been the historica practice of
the Department and has been continued through the implementation of GASB
34. Since the database performs dl the caculations for depreciation, it was
found that this practice did not create a Sgnificant or unnecessary workload
issue. The Department will analyze and assess the implications to the Risk
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Management reporting and insurance coverage that may result from
implementing the recommendation. Assessment to be completed by June 30,
2003.

d. Agree. To beimplemented June 30, 2003.

State Board of Land Commissioners

The fiveemember volunteer State Board of Land Commissioners is responsble for
managing three million surface acres and four million mineral acres of state lands for the
benefit of eight separate trusts. For Fisca Year 2002 the Board was appropriated
approximately $2.9 million and 33 FTE. Sources of funding included leases, timber
production, land sales, minerd royalties, bonuses, and interest.

Surface L eases

The Board rents lands to private parties for agricultural, recreation, tower ste, and
commercid purposes. The leasestypically last for 10 years, and the origina |essee often
renews the lease for another 1to 10 years. For Fiscd Y ear 2002 the Division collected
rents totaling about $603,000 on 2,615 active surface leases.

We reviewed the Board's process for billing lessees and recording rentd income. We
found that the Board did not hill lessees for 55 surface leases, totaling $270,000, from
Fiscd Years 1995 through 2001. In addition, the Board did not record a receivable for
the amounts due until Fiscal Year 2002. As aresult, revenue was understated in prior
years and overstated in Fisca Y ear 2002 by this amount.

In each of these ingtances, the leases expired but the remaining tenant continued to utilize
theland. Therent was not billed because the Board believed that it could not bill current
lessees once the lease had expired. The Board's policy wasto hill for these back rents
once the lease was renewed, which could be two or more years later. The Board has
snce obtained informa lega guidance indicating thet it could bill the “hold-over tenants’
at the old lease rate until the lease had been renewed. However, the Board has not yet
billed these tenants as of November 2002.

This delay in billing was primarily caused by a sgnificant backlog in the lease renewd
process. The 55 leases expired between 1995 and 2001 and have not yet been renewed.
In July 2001 the Department hired a consultant to look at the lease renewal process. The
consultant made severd suggestions for streamlining the process, some of which the
Department has implemented or intends to implement. For example, the Department has
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begun utilizing an economic scorecard that addresses high-risk factors such as credit
hitory and financid position of thelessee. Accordingtothe Board, it hasreduced thetime
it takes to renew alease from an average of 64 weeks to an average of 25 weeks.

If the Board does not hill tenantsin atimely manner, there isarisk that the Board will be
unable to collect back rent, especidly if the lease is not subsequently renewed.

L ease M anagement System

The Board receives about 2,500 lease rental checks each month averaging about $50,000
each month. These rental checks are currently processed on the Surface Lease
Management System (SLIMS).

During Fiscal Y ear 1999 the Land Board purchased alease management software system
fromUtah's Land Board for approximately $100,000. The goa wasto put the new State
Asset Management (SAM) system in place in October 2000. The system was designed
to provide management with more accurate, timely, and detailed information on leases.
However, as of October 2002, the new system had not been implemented.

Recommendation No. 10:

The State Board of Land Commissioners should improveits surface |ease procedures and
systems through the following:

a. Continuing to dreamline its lease renewal processin order to reduce or eiminate
the backlog.

b. Billing for back rents on expired leases based upon the “hold-over tenant”
concept.

c. Recording revenuein the proper fiscal year.

d. Implementing the new State Management System (SAM) system as soon as
possible.
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State Board of Land Commissioners Response:

Agree. The State Board of Land Commissioners (SLB) agree with the
recommendationin tota and have areaedy begun implementing the specific details
of the recommendation including:

a. A detalled evauation and streamlining of theleaserenewd process, which has
reduced and will eventudly eiminate lease processing backlog. Implemented
September 1, 2002.

b. Creating a new process for hold-over tenant billing to allow the SLB to
capture revenue and record it in the proper fiscd year. To beimplemented by
June 30, 2003.

c. Theimplementation of theabovetwo concepts hasalowed the SLB to record
revenue received for these two processes in the appropriate fiscal year.
Implemented September 1, 2002.

d. The State Management System (SAM) has been successfully implemented
and isin the process of being de-bugged. To be implemented by June 30,
2003.

Divison of Wildlife

The Divison of Wildlife manages over 250 wildlife areas covering 300,000 acres. The
Divison acquires habitat lands, conducts research, and enhances the public's avareness
of rdevant wildlifeissues. Thenearly oneand ahdf million hunting and fishing licenses sold
annudly provide the mgority of the Divison'sfunding. In Fiscd Year 2002 the Division
was appropriated approximately $73 million and 753 FTE.

GOCO Billings

As required by the Colorado Constitution, Lottery proceeds are alocated to the Great
Outdoors Colorado (GOCO) for preserving, protecting, enhancing, and managing the
State's wildlife, park, river, trail, and open space heritage. The Constitution requires
GOCO to then ditribute these funds to various entities including the Divison of Wildlife



Report of The Colorado State Auditor 63

During Fiscd Year 2002 the Division expended approximately $7.1 million on GOCO
projects, primarily in the form of grants for habitat and species protection, watchable
wildlife, and education projects. According to a memorandum of agreement between
GOCO andtheDivison, “the Divison shal submit monthly billing satementsto the GOCO
board identifying tota expenditures to date, dong with the amount of GOCO funds
currently due for the work completed. Within 30 days of their receipt, the GOCO board
ghdl reimburse the Divison in accordance with the monthly billing satement . . . ."

In our October 1999 performance audit of the Divison of Wildlife, we found that the
Divison does not consstently request reimbursement for its grant-related expenditures
fromGOCO on atimely bass. During our current audit wefound that the Divison had not
billed for expenditures totaling $2.8 million for the months of April, May, and June until
September 2002. By the Divison’ snot requesting reimbursement moretimely, weestimate
that it logt interest of gpproximately $18,000. In addition, the Divison did not provide
GOCO with the criticd financid information regarding year-end ligbilities. During our
current year audit of GOCO, we aso found one billing dueto the Division for March 1999
expenditures that had not been paid as of the end September 2002. Consistent monthly
hillings and a review of an aging of accounts receivable by the Divison could have
prevented the missed payment.

The Divison operates on a cost-reimbursement basis with GOCO, meaning it must
request reimbursement for its expenditures after they are made rather than in advance.
Therefore, it isimportant that the Division request reimbursement as soon as possible after
expenditures have been incurred.

Recommendation No. 11:

The Divison of Wildlife should request reimbursement for its GOCO-rd ated expenditures
on amonthly basis.

Division of Wildlife Response:

Agree. The Divison of Wildlife billed for rembursement from GOCO for dl
months during the fiscal year except the months noted in the audit report. The
delay for thehillingswas caused by directing resourcesto ensuring that $12 million
of personnd  expenditures for the Divison were posted properly in anew time
tracking system by the close of the fiscd year. The Divison intends to resume
monthly billings effective immediatdly. Implemented January 31, 2003.
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Cancelled Payments

During Fisca Y ear 2002 the Department issued about 241,000 payments to individuals
and vendors. The mgority of these payments, about 207,000, were for limited license
refund checks. The remaining 34,000 were for routine vendor payments and property
damage payments to ranchers.

In prior years audit, we found problems with duplicate payments & the Divison of
Wildlife. We recommended that the Department of Natural Resources strengthen interna
controls over processng and reviewing payments to prevent payment errors. We
continued to find similar problems during our current audit. In Fisca Year 2002 the
Divisoncancelled about 122 paymentstotaing approximately $502,000 dueto problems
with the origina payment voucher.

We reviewed 25 cancelled payments totaling about $70,000 to determine the reason for
the cancdllation.

* Wefound that 6 of the 25 cancelled payments, or about $1,000, wer e sent
to the wrong vendor and were returned to the Department. The checks
went to the wrong vendor because the vendor code was incorrect on the origind
payment voucher. The addresses were corrected and the checks were
subsequently reissued. Vendor codes arelisted on the State’ saccounting system,
dong with the vendor name and address, so that the State can track total
payments to each vendor for Form 1099 federal tax reporting purposes.
Procedures were not in place at the Divison to regularly update or confirm that
vendor codes are current. Outdated vendor records could result in sending a
payment voucher to the wrong vendor or address. Thisincreasestherisk that the
payment will be lost and have to be reissued. It could also delay the timeliness of
vendor payments. State Fiscal Rules consder a payment delinquent if not made
within 45 days &fter the liability arises. As such, the Department could be at risk
of owing interest to the vendors.

» Thereason for cancellation wasnot documented for 12 of the25 payments,
totaling about $68,000. Upon further research, the Department determined that
three had been sent to the wrong vendor and four had been logt in the mall. The
Divison could not provide us with explanations for 5 of the 25 cancelled
payments. Therefore, we could not determine whether the cancelled payments
were gppropriate. Inour prior audit, we also found that the Divison did not dways
document the reason warrants were cancelled on the origind payment voucher.
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Continued problems with cancelled payments at the Divison of Wildlifeincreasestherisk
of errors and irregularities and indicates the need for stronger management controls over
processing and reviewing payments.

The Department of Personnel has estimated that it cost the State $25 to process each
payment voucher. We estimate that the 122 cancelled warrants at the Divison cost the
State an additiona $3,050 in processing costs during Fiscal Y ear 2002.

Recommendation No. 12:

The Divison of Wildlife should improve controls to reduce the number of cancdled
payments by:

a. Ensuring vendor information is correct before issuing payments to vendors.

b. Documenting the reason for cancelling awarrant on the origina payment voucher.

c. Deemining the reason for recurring problems with payment vouchers and
strengthening management controls to prevent them from occurring in the future.

Division of Wildlife Response:

Agree.

a. All Divison of Wildlife employees who enter or gpprove payment vouchers

b.

in COFRS receive four hours of training from the Department of Natural
Resources accounting section. One of the points of the training is to ensure
that the vendor name and address on the payment voucher match the vendor
invoice. The paymentsidentified in the audit report were to common vendors
such as Wamart with multiple addresses, which can easily cause confusion.
The Divison of Wildlife will reinforce upon employees with COFRS access
to carefully verify the correct vendor and address. To be implemented March
1, 2003.

Warrants for vendor payments are cancelled and reissued by the Department
of Natural Resources accounting section on behdf of the Divison of Wildlife
as a sgparation of duties control for this process. For payments under
$1,000, the Department of Natural Resources does not have the origina
payment voucher, since they are paid by the remote offices throughout the
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Divisonof Wildlife. Therefore, for these payment vouchersunder $1,000, the
Department of Natural Resources will fileaphotocopy of the origina payment
voucher with the reason for cancellation noted. The Department of Natura
Resourceswill ingitute anew policy for requesting cancellation and/or reissue
of warrants that will reguire sgnificantly more complete information and
documentation from the agency prior to the warrant being cancelled. Under
this new palicy, al divisons within the Department will review, gpprove, and
logadl requestsfor warrant cancellations prior to submitting to the Department
Controller for action. The Divisonswill be expected to monitor their cancelled
warrantsand analyzereasonsfor cancellationsand to take appropriate actions
to remedy problem areas. The Department will notify the State Controller's
Office not to accept any warrant cancellation requests that do not conform to
this new policy. To be implemented March 1, 2003.

. TheDividon of Wildlife cancelled lessthan 1 percent of the payment vouchers

that wereissued. The cancelled payments occur for a variety of reasonsand
meany of them are unique, one-time occurrences. The Divison of Wildlifewill
reinforce the importance of accurate vouchering to dl employees who have
been assigned COFRS access and will take appropriate actions where
recurring problems arefound to exist. These actionsmay rangefrom requiring
additiona training to loss of vouchering input or gpprova authority. To be
implemented March 1, 2003.
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Department of Personnel and
Administration

| ntr oduction

The Department of Personnd and Adminigtration’s primary function is to support the
busi ness needs of state government. The Department administersthe classified personne
system, which includes gpproximately 28,000 full-time employees, (excluding the
Depatment of Higher Education), and provides general support services for other Sate
agencies. The Depatment of Personne and Adminigtration includes the following
divisons

* Executive Office

e Human Resources

e Personne Board

e Centra Services

e Finance and Procurement

* Information Technologies (Dol T)
*  Adminigrétive Hearings

The Department was appropriated total funds of $146.6 million and 589 full-time
equivdent saff (FTE) for Fisca Year 2002. Approximately 9.7 percent of the funding is
from generd funds and 90.3 percent is from cash funds. Cash fundsinclude, but are not
limited to, vehicleand building rentas, copying, printing, graphic design, and mail services.
The following chart shows the operating budget by divison during Fiscal Y ear 2002.
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Department of Personnel and Administration
Fiscal Year 2002 Operating Budget by Division
(In Millions)

Executive Other
Office $6.6 Central
$7.8 Services
$50.2
DolT
$39.7

Human
Resources
$42.3

Sour ce: Joint Budget Committee Fiscal Y ear 2003 Appropriations Report.

Payroll Processing

InFiscd Y ear 2002 the Department of Personnd and Administration had an actud annua
gross payroll of approximately $26.6 million for its 528 full-time employees and an annua
gross payroll of gpproximatdy $1.2 million for its 46 part-time employees. During our
Fiscal Year 2002 audit we reviewed controls over the monthly and biweekly payroll
process. We found three problems as follows:

* Payroll duties were not segregated. One employee directly associated with
processing payroll was aso reconciling the payroll expense. This employee was
a so responsblefor entering, reviewing, and correcting payroll information without
SUPENVisory review.

The same problem existed during our Fiscdl Year 2001 audit. The Department
agreed the payroll process duties should be segregated and moved this function
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from the Divison of Human Resources to the Executive Office where the
Department believed there was adequate staff to allow for the proper segregation.
However, during our current audit, we found that the duties were till being
performed by one employee. Duties related to review of payroll should be
separated from those related to data entry functions. Segregating duties in the
payroll areais essentid for reducing errors and controlling irregularities.

*  Withholding documentation contained incons stencies or was missing information.
We reviewed 60 employee files and found nine instances where the marital satus
and/or the number of persona alowances to be taken on the W-4 (tax
withholding) form did not agree with the information on the Colorado Payroll
Personnel System. We a'so found one instance where the W-4 was missing from
the employee's file. However, the Department had entered tax withholding
information into the Colorado Payroll Personnel System for this employee.

*  Biweekly payroll contained caculaion errors. Wereviewed the manual biweekly
payroll caculations for one pay period for 32 employees. Ten out of the thirty-
two employee biweekly calculationswereincorrect. Intotd, the employeeswere
underpaid by approximately $275 in gross pay. These errors occurred in the
manua caculation of shift differentid and overtime pay. We found the
Department's internal reconciliation process detected nine of the underpayments.
These errors were corrected in the pay period immediately following the payroll
in which the errors occurred. One error was not detected until we brought it to
the Department's attention.  These errors could have been detected earlier if a
supervisory review had been in place prior to payroll distribution.

»  Compensating controls areinadequate. In our Fiscal Y ear 2001 audit report, we
recommended that dl divisonsreceive and review their payroll expense reports
and that each divison confirm the accuracy of its monthly and biweekly payroll.
This was to compensate for the lack of segregation in the payroll processing
section. During our current audit we found that the Department provides the
divisons with payroll expense reports, which include the employee sname; gross
amount of sdary; and number of regular, overtime, and shift differentia hours.
While the divison payroll liaisons were reviewing payroll expense reports to
determine whether employees were valid, they were not reviewing the regular,
overtime, and shift differential hours worked.



70

State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2002

Recommendation No. 13:

The Department of Personnd and Adminigtration should improve the payroll function by:

a. Segregating the payroll processing and reconciliation duties.

b. Reviewing employee personnd files and reconfirming tha withholding
documentation is accurate and complete.

C. Implementing adequate supervisory reviews over the payroll calculation.

d. Ensuring adequate compensating controls are in place if payroll duties are not
segregated.

Department of Personnel and Administration
Response:

a

Agree. To beimplemented March 1, 2003. Vacancies and turnover in the
Executive Office have prevented the Department from providing the proper
segregation of duties in this area. Staffing has stabilized and we are now inthe
process of desgning, documenting, and implementing adequate controls over
payrall. In addition, we will be performing quarterly interna audits of the
payroll function. Based on the findings of these audits, procedures will be
refined and implemented as necessary.

Agree. Implemented September 2002. Each department employee was
required to submit updated W-4 datato the Executive Office. Thisinformation
was then used to update al personnd files within the Department.

Agree. To be implemented March 1, 2003. The Department isimplementing
interna controls over the payroll function that include an independent review
of payrall cdculations. In addition, we will be performing quarterly interna
auditsof the payrall function. Based onthefindings of these audits, procedures
will be refined and implemented as necessary.

Agree. Implemented January 2003. Procedures have been refined to alow
for adeguate compensating controls. Payroll liaisons throughout the
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Department independently review monthly and biweekly payroll expense
distribution reports to ensure employees are paid appropriately.

Procedures and Controls Over Payment
Vouchers

Central Callections, an agency within the Department of Personnel and Adminidration, is
responsble for collecting debts owed to state agencies and loca governments and
disburang collections to them. The agency’s internd debt collection system, Columbia
Ultimate Business System (CUBS), managed 670 client agencies and 867,000 accounts
totaling $650 million as of June 30, 2002. In Fiscd Year 2002 Centrad Collections
collected nearly $10.5 million in debts owed and made paymentsto entitiesin the amount
of $8.7 million. The difference of $1.8 million represents collections fees to Centra
Collections and private collection companies,

The Department’ s centrd accounting taff within the Executive Office (EO) isrespongble
for reviewing supporting documentation, such asdetailed billing information, and approving
disbursements of payments to state agencies and loca governments. We found that the
EO approved Centrd Collection’ spaymentswithout reviewing supporting documentation.
The same problem existed in our 2001 audit, and at that time the EO agreed to implement
procedures to review supporting documentation before gpproving payments. During our
Fisca Year 2002 audit, EO staff reported that they had asked Centra Collections to
attach supporting documentsto al payment vouchers submitted for approva. However,
duetothelarge volume of documentation required to support individua payment vouchers,
Central Collections was not submitting al the documentation necessary to enable EO to
determine if a payment was gppropriate.

According to EO daff, the Department has considered dternative procedures for
determining the appropriateness of payments related to Centra Collections, such as
conducting periodicinterna auditsof Central Collections, establishing segregation of duties
among gaff within Centra Collections to alow the agency to gpprove its own payments,
or acombination of both. However, as of the end of our audit, the Department had not
implemented dterndtive procedures. Although we did not find errors related to Central
Coallections payments during our Fiscal Y ear 2002 audit, the Department should establish
amethod for determining the appropriateness of Central Collections payments in order
to mitigate therisk of errors.
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Recommendation No. 14:

The Department of Personnd and Adminigtration, Executive Office, should implement
procedures to review Central Collections supporting documentation prior to gpprova of
payments.

Department of Personnel and Administration
Response:

Agree. To be implemented July 1, 2003. The Department of Personnel and
Adminidration isin the process of developing an interna audit function. Thefirst
audit to be performed isthat of Centra Collections. Interna controlswill betested
and weaknesses identified. Adequate controls will then be designed and
implemented.

Risk Management Revenue

We found that the Department of Personnd and Adminigtration, specificaly Risk
Management, a service unit within the Divison of Human Resources, did not properly
cassfy revenue on the State's accounting system for inclusion in the TABOR revenue
base. Inour Fiscd Year 1999 audit, we found smilar problems, and Risk Management
subsequently made improvements. However, during our current audit we found smilar
problems.

The Divison of Risk Management collects premiums from date agencies for the
adminigration of the State's Risk Management Program.  We reviewed the amount of
premiums received and found that Risk Management incorrectly recorded moniesreceived
from the Divisonof Wildlife, adivison within the Department of Natural Resources. This
error resulted in an oversatement of TABOR revenue of approximately $704,000.
Revenue was adjusted before the TABOR Schedule of Revenue was findlized.

In order to classfy revenue received from state agencies and enterprises correctly, the
Department of Personnd and Adminigration requests certain TABOR information from
those agenciesit billsfor Risk Management sarvices. It isthe Department’ s responsibility
to obtain this informationto ensure revenueisreported accurately. SinceexcessTABOR
revenue isrequired to be refunded to taxpayers, the accuracy of the revenue classfications
iscritica.
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Recommendation No. 15:

The Department of Personnel and Administration should properly classfy revenue for
TABOR purposes.

Department of Personnel and Administration
Response:

Agree. Implemented July 2002. Procedures have been modified to ensure that
revenues are correctly classified on a monthly basis.

State Controller’s Office

| ntroduction

The State Controller’s Office is within the Divison of Finance and Procurement in the
Department of Personnel and Adminigtration. The Officeisunder thedirection of the State
Controller, who is appointed by the Executive Director. The State Controller’s Office
manages the financid affairs of the State by providing financid information, issuing fisca
policies, ensuring timely recording of the budget, and providing accounting consulting
servicesto state agencies.

Cash Flows

The State Controller's Office coordinates and compiles data from state agencies for
incluson in the State's financid statements. A required statement is the statement of cash
flows for business-type activities, such as the State L ottery, Unemployment Insurance,
Student Obligation Bond Authority, and higher education inditutions. This statement
provides information about the sources of cash and how it was spent. Users of the
financd statements may use thisinformation to look for trends that may indicate strengths
and weaknesses in the ability of sate agencies and indtitutions to finance their operations
or to repay debt.

During Fiscal Year 2002 the State Controller's Office fully implemented Governmenta
Accounting Standards Board (GASB) Statement No. 34. The Statement establishesnew
financid reporting requirements for governments.  Its implementation has created new
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information and has restructured much of the information that has been presented in the
financid gatementsin the past. Thiswas the firgt year in which a statement of cash flows
was required for higher education inditutions. The statement of cash flowsis made up of
four categories (operating activities, noncapita financing activities, capital and related
financing activities, and investing activities), which are defined in GASB Statement No. 9.

Certain state agencies separately issue financia statements. We compared the State's
satements with the separately issued statements and found that information presented on
the State's statements did not agree to the separately issued financiad statements for the
higher education ingtitutions and the Student Obligation Bond Authority as follows:

* Inconsistencies in reporting presentation were identified between the
State's statements and the higher educationinstitutions statements. We
found that the State Controller's Office generdly classfied transactionsrelating to
gifts and donations from foundations and other private sources, certain student
financid aid transactions, and certain distributions to other colleges as cash flows
from operating activities, the higher education inditutionstreated these same items
as cash flows from noncapita financing activities. The reporting differences can
be attributed to interpretation differences of GASB Statement No. 9. Thehigher
education ingditutions reported gifts of approximately $72.8 million in the cash
flows from noncapita financing activities section, while on the State's financia
gtatements only $1.3 million of gifts are reported this way, with the remainder
reported as cash flows from operating activities. For certain sudent financid aid
transactions (e.g., Direct Lending Program), the State’ sfinancia statementsreport
cash inflows of $379.3 million and cash outflows of $380.5 million (with a net
difference of about $1.2 million) as operating activities, whilethe higher education
inditutions report such cash inflows and outflows as noncapitd financing activities.
The Colorado Community College System's financial statements show $25.9
million as digtributions to other colleges as cash flows from noncapita financing
activities, while this amount is reported as cash flows from operations on the
Sate's financia statements.

Many of these inconsstencies in the stlatement of cash flows were dso classfied
differently in the Statement of revenues, expenses, and changesin fund net assets.

» Differences were identified between the State's statement of cash flows
and the Student Obligation Bond Authority's. When comparing the Student
Obligation Bond Authority's (CSOBA) statement of cash flows with the State's,
we found a $32 million difference in cash because the definition of cash used by
the agency was different from what was prescribed by the State. CSOBA
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included investmentsin money market fundsin itsdefinition of cash, whilethe State
doesnot. In addition, there were severd other smaller differences between the
two sets of statements. In prior years we have had smilar problems with the
statement of cash flows, and have requested that the State Controller's Office
work with CSOBA to ensure there would be agreement between presentation of
amounts on the financid statements. As aresult of our audit, changes had been
made to the State's and the agency's financid statements. To provide the most
accurate presentation in the future, during the Statés financid <tatement
preparation process, the State Controller's Office, in conjunction with CSOBA,
should identify, resolve, and provide adequate detall to resolve differences
between the State's and the agency's separately issued financia statements.

In order to enhance the usefulness and comparability of the statements, the State
Controller's Office, higher education ingtitutions, and CSOBA need to come to an
agreement on how to categorize accounting transactions on the statement of cash flowsand
the statement of revenues, expenses, and changes in fund net assets.

Recommendation No. 16:

The State Controller's Office should refine the methods used to compile the statement of
cash flows and the statement of revenues, expenses, and change in fund net assets by:

a.  Working with higher education ingtitutions to develop a consstent interpretation
of Governmenta Accounting Standards Board Statement No. 9 to be used in
categorizing accounting transactions in the statement of cash flows.

b. Assging the Student Obligation Bond Authority to ensure that transactions are
properly categorized and reported.

State Controller’s Office Response:

Agree. Implementation date September 20, 2003.




7/

Department of Regulatory Agencies

| ntroduction

The Department of Regulatory Agencies oversees professonds and industries. The
Department of Regulatory Agencies includes the following ten divisons.

» Executive Director’s Office

» Dividon of Banking

» Civil Rights Divison

e Office of Consumer Counsd
» Divigon of Financid Services
e Dividon of Insurance

» Public Utilities Commisson

e Divigon of Red Edate

» Divison of Regidrations

» Divisgon of Securities

The Department of Regulatory Agencieswas gppropriated $67.3 million and 534 full-time
equivdent (FTE) daff for Fisca Year 2002. Approximately 96 percent of the funding is
from cash funds and cash funds exempt sources.
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Deparitment of Regulatory Agencies
Fiscal Year 2002 Finding Sources (In Millions)

Cosh Funés Exempt §157

Fedesal Funde $0.9

Crenneral Funde $1.9

Cash Funde $42.2

Source: Joint Budget Committee Fiscal Y ear 2003 Appropriations Report.

Management Controls Over Revenue

The Department is primarily funded from cash fees, and it isimportant that it establish and
maintain strong management controls over revenue. The Department’s numerous and
varied fees are recorded in 10 divisons and in 39 separate cash funds. Each divison and
commissionwithin the Department is responsible for collecting, depositing, and recording
itsfee revenue. The Office of Accounting and Purchasing is to ensure that each divison
and commission has properly accounted for its fees.

As part of our audit, we reviewed the Department’ s process for recording revenue. We
found that the Department did not record revenuein the Disabled Te ephone Users Fund
in the proper fisca year. The Disabled Telephone Users Fund within the Public Utilities
Commissonis statutorily authorized to collect asurcharge of 10 cents per line per month
in accordance with the “ Americans with Disabilities Act of 1990.” Revenue was about
$.3 millionin Fisca Year 2002 and about $3.4 million in Fiscal Y ear 2001.
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The Department did not record revenue or areceivable of about $280,000 on the State's
accounting records until about 11 months after it was received and deposited by the State
Treasurer, or until January 2002. In addition, athough one company owed its June 2001
payment of about $250,000 at the end of Fisca Year 2001, the Department did not
record revenue or areceivable to reflect thisat June 30, 2001. Asaresult, revenue and
the accounts receivable in the Disabled Telephone Users Fund were understated by
$530,000in Fisca Y ear 2001, and revenue was overstated in Fiscal Y ear 2002 by about
$530,000.

Neither the Public Utilities Commisson nor the Department has established adequate
andytica review procedures to detect errors.  For example, a comparison of revenue
between smilar accounting periods by divison and commisson would help ensure that
errors such as this do not occur inthefuture. If the Department had compared revenuefor
the Disabled Telephone Users Fund between fiscd years, it might have noted the decrease,
performed further investigation, and made the proper corrections before the accounting
records were closed for the year.

Recommendation No. 17:

The Department of Regulatory Agencies Office of Accounting and Purchasing should
establish and maintain analytical review procedures over revenue for the Department’s
divisons and commissons and investigate Sgnificant variations.

Department of Regulatory Agencies Response:

Agree. The Department’s Office of Accounting and Purchasing isin the process
of establishing and maintaining analytica review procedures over revenue and
other accounts Departmentwide, which will include investigation of sgnificant
variancesfollowed by correctionson COFRSIf necessary. The new Department
Controller and Assistant Controller have recently attended training from the State
Controller’'s Office on the Financid Data Warehouse. The use of this financia
reporting tool will asss in conducting variance analyss periodicaly during the
fiscd year in avoidance of this type of error in future fisca years. These steps
should establish and maintain strong management controls over revenue and other
accounts. Implementation date January 2003.
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Department of Revenue

| ntroduction

The Department of Revenue is responsible for managing the State's tax system. Tax
collections totaled $8 hillion in Fiscal Year 2002. Of this amount, about $6.4 billion
represents collectionsfor the Generd Fund; the remainder represents collections made on
behdf of entities such as loca governments and for the Highway Users Tax Fund. In
addition, the Department is respongble for performing various other functions asfollows:

Adminigter the State L ottery, which grossed nearly $408 million in ticket sdlesin
Fiscd Year 2002. Of this amount, about $110 million was available for
digtribution for capitd construction as well as for parks and outdoor projects.

Act as a collection agent for city, county, RTD, specid digtrict, and severance
taxes. The Department received over $900 million in taxes and fees on behdf of
other entities.

Collect taxes and fees for the Highway Users Tax Fund (HUTF), which is
primarily for the benefit of highway maintenance projectsin the State. In Fisca
Y ear 2002, amounts collected for the HUTF totaed gpproximately $729 million.
Regulate the limited stakes gaming activitiesin Cripple Creek, Black Hawk, and
Central City. In Fisca Year 2002 the Limited Gaming Division reported about
$99.8 million in revenue.

Enforce tax, dcoholic beverage, motor vehicle, and emissonsingpection laws.

Operate the State's 11 Ports of Entry.
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Department of Revenue
General Fund Revenue Collections
(In Millions)

Other
$496 State Sales Tax
$1,778

Corporate
Individual Income Tax
Income Tax $348
$3,761

Sour ce: Department of Revenue, Fiscal Y ear 2002 Collections Report.

InFisca Y ear 2002 the Department had abudget of over $539 million and 1,527 full-time
equivdent saff (FTE).

TABOR Refund M echanisms

The Taxpayer's Bill of Rights (TABOR) was added as Article X, Section 20, of the
Colorado Condtitution in the November 1992 generd dection. TABOR limitsincreases
in the State's revenue to the annud inflation rate plus the percentage changein the State's
population. Revenue in excess of this limitation must be refunded to taxpayers in the
following fiscdl year unless voters gpprove arevenue change that allowsthe State to keep
the excess. TABOR dso dlowsthe State to usetax credits as amechanism to refund the
EXCESS revenue.

For Fiscal Y ear 2002 there were 15 credits used to refund the $927.2 million Fiscd Y ear
2001 TABOR excess. These included the state earned income credit; the business
personal property tax credit; thedividend, interest, and capita gainsexemption; thecapita
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gains modification; the rurd hedlth care provider credit; increased child care credits; the
foster parent credit; the health benefit plan credit; motor vehicleregigtration fees, interstate
commercesaesand usetax exemption; incometax deductionfor charity; agriculturevaue-
added account credit; individua development accounts credit; the high-technology
scholarships credit; and the state sales tax refund.

Inour prior year audit, we found problems with severd of the different TABOR credits,
specificdly rdating to the rurd hedlth care provider credit, the earned income credit, the
hedlth benefit plan credit, and the business persona property tax credit. In addition, we
found that required documentation was not submitted showing eigibility of thetaxpayer for
the different credits. During the current fisca year, we continued to find problemswith the
TABOR refund mechanisms

TABOR Credits

Many of the credits require the submission of documentation in addition to the standard
return that shows that ataxpayer isdigible to take the credit. Othersredtrict digibility by
the amount of a taxpayer'sfederal adjusted grossincome. Weexamined 205 incometax
returnsin 6 different samples, each rdating to 1 of the 15 TABOR refund mechanisms.
The credits claimed in these tax returns totaled $1,733,932.

The types of errorsidentified inthe sample continueto be smilar to those found during the
previous two fisca years audits. Evauation of the sample identified $248,902 in credits
that were either erroneoudy granted to ineligible taxpayers or that could not be supported
by required documentation. Overdl, we found problemsin 54, or 26 percent, out of the
205 income tax returns that were sampled (some taxpayers returns had more than one
problem and appear in more than one category below). Specifically, we found:

* 9 out of the 10 taxpayers claiming the rural health care provider credit
were not eligible for the credit. We reviewed 10 taxpayers who claimed
$11,113 in the rural hedth care provider credit and found that only oneindividua
was certified. Individuasare statutorily required to be certified by the Department
of Public Health and Environment (DPHE) to take the rura hedlth care provider
credit. Certification is available to hedth care professonas who reside and
practicein areasof Colorado that are understaffed, these hedlth care professonas
can take a credit of up to one-third of the amount of quaified sudent loans. The
certification form was missing in 9 of the 10 tax returns sampled, and these 9
taxpayers did not provide student loan information on which the credit caculaion
is based. In addition, we compared a list of certified taxpayers from the DPHE
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withareport showing dl taxpayerswho claimed the credit and found that 251 out
of the 267 taxpayerswere not certified. These 251 taxpayerstook creditstotaling
$172,099 and included the 9 we noted in our sample. We found smilar problems
in our Fisca Year 2001 audit. In response to our recommendation, the
Department stated that it would investigate aprogramming changeto verify thet the
taxpayer hasacertificate; however, thischangewas not made. During our current
audit we found that the Department did perform a cross-check of the individuas
that claimed the credit and those that were certified by the DPHE. However, this
cross-check was done after the taxpayer's return had been processed and the
taxpayer recelved the credit. Therefore, the Department had to subsequently hbill
the taxpayers that were found to have received the tax credit in error.

13 out of the 25 taxpayers claiming the health benefit plan credit were
indligiblefor thecredit. Wesampled 25 taxpayerswho took health benefit plan
credits totaling $9,558 and found that 13 out of 25, or 52 percent of taxpayers
sampled, had federd adjusted grossincomein excessof thethreshold. Thecredits
issued in error totaled $4,980. Individualswith aprior year federa adjusted gross
income of lessthan $35,000 are digibleto take the heath benefit plan credit. The
credit dlowstaxpayersto clam acredit for hedth benefit plans not paid for by an
employer or deducted from federd adjusted grossincome. During our Fisca Y ear
2001 audit, we found smilar problems. In response to our recommendetion, the
Department stated that it would investigate developing a computer edit in Fisca
Year 2002 to verify last year's federd adjusted gross income; however, this new
edit was not implemented. In addition, we found that eight taxpayers did not
provide the amount of the premium paid for the qudifying hedth plan.

20 out of 145 taxpayers did not include the Colorado Individual Credit
Schedule or the Colorado Sour ce Capital Gain Affidavit. Wefound that the
Colorado Individua Credit Schedulewasnot submitted in 10 out of 120 instances
whenrequired for the credits we sampled, and the Colorado Source Capita Gain
Affidavit was not submitted in 10 out of 25 ingtances in our sample of the
Colorado Source Capitd Gain Excluson. These 20 taxpayers clamed credits
totaing $62,965. During both of the last two fiscal year audits, we found that
taxpayers did not aways submit the schedule or affidavit. The schedules are
required by the Department to provide detail to support certain tax credits
claimed; however, the Department does not enter the information from the forms
into Revenue's accounting system.  The Department will process returns without
the required Schedule or Affidavit.

12 out of the 25 taxpayers claiming the child care credits provided
incomplete dependent information. We sampled 25 taxpayers who claimed
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child care credits totaling $13,732 and found that 12 taxpayers either did not
submit dependent information or submitted inaccurate information.  These 12
taxpayers claimed credits totaling $8,858 and had one problem or more with
reporting the child care credits. There are three different child care credits that
may be claimed by ataxpayer with an adjusted grossincome of |essthan $64,000.
The per child credit is $300 for children under five years of age; the family home
care credit is dlowed for taxpayers that are licensed to run a family home care
fadility and is $300 per child for children between 6 and 13; and the child care
credit is70 percent of the federa child care credit claimed less any amount that
is clamed for the per child and/or family home care credits. All three of these
credits require that taxpayers submit information about the digible child, induding
date of birth and socid security number. Thisinformation is documented as part
of the Colorado Individua Credit Schedule. During our audit we found that 11
taxpayers did not provide the required dependent information, including 8
taxpayers who submitted an eectronic return. In addition, we found three
taxpayers clamed the family home care crediit for more children than listed on the
Schedule. Findly, we found one instance where ataxpayer claimed a credit for
a dependent who was older than the maximum age requirement. In dl of these
ingtances, the Colorado Individua Credit Schedule was ether not submitted or
contained inaccurateinformation, based on digibility requirements. Asmentioned
above, the Department does not verify that information from this Schedule is
complete and accurate.

It is clear that the Department lacks systems for verifying a taxpayer's federa adjusted
grossincome a thetime acredit isgranted. Fair Share, adivision within the Department,
recelvesfederd tax information from thefederd government in order to verify theaccuracy
of datetax information. However, thisinformationisnot received by Fair Share until after
the mgority of the taxpayers have dready filed returns and recelved the TABOR crediits.
Additiondly, the Department does not ensure that supporting documentation is submitted
with the return. Such documentation is dready required by statute or the Department's
own ingructions. Without this documentation, the Department cannot verify the digibility
of taxpayers to take the credits. Because there is no methodology in place to verify
digibility, individuas who were not digible to take these credits were able to claim them.
The Department needs to conduct teswork to determine eigibility, and thereby identify
and hill dl indigible individuas who damed these credits erroneoudy.

We have identified other instancesin which the Department lacks processesfor ensuring
taxpayers digibility for incometax credits. In our Enterprise Zone Program Performance
Audit issued in November 2002, we found controlslacking over theissuance of enterprise
zone credits. Aswereported at that time, wefound ineligibletaxpayers claming enterprise
zone credits for which they were not certified because the Department did not verify
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igibility. The Department should work on developing additiona controls over TABOR
credits to ensure that adequate controls are in place once the TABOR credits become
effective again. One option the Department should consider is to enter data from
supplementa documentation that is required to support certain tax credits clamed, such
as the Colorado Individual Credit Schedule, into Revenue's accounting system. Thiswill
ensure that dl required documentation is submitted before the return is processed.
Another option isfor the Department to develop additiond editsin its computer sysemto
veify the accuracy of the credit. Our audit clearly indicates the need for additiona
procedures and controls to be developed for future TABOR refunds in order to ensure
that only eigible individuas receive the credits.

Recommendation No. 18:

The Department of Revenue should devel op controlsto ensurethat future TABOR credits
are dlamed and received only by digible individuds by:

a. ldentifying and billing individuds who were indigible to dam TABOR credits.

b. Implementing a methodology to verify taxpayers federa adjusted gross income
at the time a credit is claimed and to ensure that taxpayers are digible for the
credits taken.

c. Processing only complete returns, or evauating aternaive methods of ensuring
that only qualifying credits are clamed, should the taxpayer fal to submit the
required schedules.

Department of Revenue Response:

The Department’s approach for determining TABOR credit digibility reflects
resources that have been provided principaly asaresult of fisca notesor decison
items. Eligibility reviews during processing typicaly require more resources than
reviews after processng. Thus, the Department’s TABOR digibility reviews,
induding timing and methods, are based on the resources that have been provided
and the specific criteria for each credit. With respect to the specific
recommendations in the audit report, the following comments are offered:

a. Agree. Aspart of itsnorma processing and compliance practices, taxpayers
found to have improperly clamed any TABOR credit are currently billed by
the Department for any additiond tax lidbility resulting from denid of their
clam. Thishilling currently occurs whenever the improper clamisidentified.
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The timing of this billing may differ depending on the nature of the credit, its
eigibility parameters, and the specific processng and compliance techniques
employed for any particular credit. The Department will continue its current
practicesin this regard.

With respect to the sampled returns and any other erroneous credits claimed,
the Department will make a find review, issue bills, and begin collection
activity. Thisprocessisin accordance with current department policies and
procedures regarding improperly clamed credits. Thisreview and billing will
be completed by March 31, 2003.

b. Patidly agree. For TABOR credits tied to current year Federd AGI,
verifying cannot be accomplished until the IRS provides the information many
months later. If future year legidation requires dependence on verification of
prior year AGlI, the Department will request appropriate resourcesto satisfy
the recommendation.

c. Agree. The Depatment will develop and adopt formd policies and
procedures to ensure that compliance aternatives and associated costs are
identified and disclosed during the fiscal note process. The Department will
further evauate the feaghility, including codts, to identify during processing
thosetax returnsclaiming creditsthat require attached tax formsor third-party
documentation. The evauation will include the impact on processing cycles
and taxpayer compliance. Thisevauationwill becompleted by December 31,
2003.

Manual Adjustmentsto Tax Returns

The Department data enters information from taxpayers returns into its income tax
accounting system (ITAS). Theactua returns submitted are microfilmed and retained by
the Department. However, once the tax information is entered into ITAS, the system
information becomes the officid record of the tax return. The system captures various
information, such as the taxpayer's account history and TABOR credits. It isaso used
by the Department to assess additiond tax due and refund excess income tax revenue
collected from taxpayers.

For some income tax returns, the data posted to the ITAS differ from that submitted by
ataxpayer. These differences result from the Problem Resolution Unit (PRU) resolving
potentia error conditionsarising from editsapplied by the system to the dataentered from
a taxpayer's return. Processing of a tax return cannot be completed until the edit
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conditions are resolved. In order to resolve the edits, PRU staff make manual
adjustments to taxpayer information on ITAS. During our testwork of TABOR credits,
we found that the Department needs to improve controls over manual adjustments to
ensure that the adjustments are gppropriate. Specificdly, we identified an ingance in
which a charitable contribution deduction for about $7.1 million was entered by
Depatment gaff when the taxpayer did not clam the deduction on his return. The
overstatement of the charitable contribution deduction caused the TABOR liability on the
Stae'sfinancid statements to be understated by about $327,000 as of June 30, 2002.
Thetaxpayer’ sliability wasnot affected by the charitabl e contribution deduction, because
the Department had made other offsetting changes on the return.

Onthebasisof our review and discussonswith Department staff, we determined that the
Department’s interna controls over manua adjustments were lacking in the following
areas. Fird, the Department does not have adequate reviews in place for returns that
report adjusted gross income of $10 million or more.  Limitations in the Department’s
accounting system do not permit the Department to enter dollar values of $10 million or
moreonasngleline. If ataxpayer’ sincome exceedsthislimit, procedures satethat Data
Entry staff should enter the taxpayer's income as $9,999,999 and enter all other
information on the system as it appears on the return. We noted that the Department
does not routingly review data entered into its system for returns that report income of
$10 million or more. These returns are a high-risk area for the Department due to the
amount of dollars involved and the necessity for manua intervention. The Department
should require an independent review of al data entered for these returns.

The second area where controls are lacking concerns the absence of an independent
review of manud adjustments made by PRU staff to ensure that adjustments made are
appropriate. For the item in our sample, the taxpayer’s income in the Department’s
system was understated by about $2 million ($12 million on origind return less $9.9
million posted by staff). Thiscaused the system to flag the return because the system’s
caculated tax ligbility did not agree with the ligbility entered from the origind return.
When the return was sent to PRU, daff made adjustments in the system, including
changing the charitable contribution deduction from zero to $7.1 million, which “forced”
the calculated tax liability to agree to what was on the taxpayer’ s origina return. Since
there was no change in the taxpayer’s origina liability, no independent review was
performed of the changes. In this case, however, the change made by PRU staff caused
an ingppropriate decrease in the TABOR liahility of $327,000 on the State's financid
system. Sincethecharitable contributionisadeduction fromtaxableincome, the TABOR
effect is caculated by multiplying the deduction entered with the Sate tax rate of 4.63
percent. The ability to make manua changes creates arisk of errors and irregularities
occurring. The Department should develop procedures to mitigate this risk and detect
improper changes.
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Fndly, we found that the Department does not have sufficient controls over system-

generated |etters that are to be sent to the taxpayer in cases where manua adjustments
result in achange of the tax refund due or liability owed. The standard |etter detailsthe
adjustments made to the return so that the taxpayer can review and respond to the
changes made. The Department stated that the taxpayer in our sample was sent a
standard letter; however, the Department could not provide acopy of the letter because
copies are not maintained. In addition, we found that the Department tax examiner who
enters the adjustment on the return dso has the ability to override the system so that a
letter is not sent to the taxpayer. The Department should have procedures in place to
ensure that taxpayersare notified of al adjustments madeto tax returns and that taxpayer
natification is not ingppropriately overridden by staff.

Recommendation No. 19:

The Department of Revenue should enhance controls over manua adjustments made to
taxpayer returns by:

a. Peforming reviews of data entered into its system on dl returns with income of
$10 million or more.

b. Developing proceduresfor reviewing manua adjustmentsto tax returns made by
the Problem Resolution Unit.

c. Ensuring that staff making manud adjustiments to tax returns do not improperly
override system-generated | etters to taxpayers.

Department of Revenue Response:

a. Agree. The Department recognizes that current system limitations that
necesstate exceptions or "work arounds’ to standard procedures create
greater opportunity for processing error, although the extent of the potentia
risk isunknown. The underlying problem of the outdated incometax system
is the systemic cause of this problem. System changes will be made to flag
returns where Line 1 isfilled with nines, dong with new procedures requiring
upervisory review of them. This change can be implemented by January 1,
2004.
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b. Agree. Adjusting taxpayer submitted data to ensure compliance with Sate
statutes and conformance with supporting documentationisavitd part of the
Department’s procedures from a processing and compliance perspective.
The taxpayer's origind return ismicrofilmed and isavalladleif correctionsto
the eectronic record (where adjustments are reflected) are necessary. The
Department will assess the risk associated with the edit resolution work
performed by PRU saff. The overdl objective of the study will be to
determine, using vaid datistica sampling, the potentia “error rate€” in tax
returns adjusted for the 2001 tax year. Priorities for applying resources,
including new and/or expanded procedures to address any identified risk to
the Department's accounting system, will be developed and implemented.
Assuming adequate computer resourceswill be available, this project will be
completed June 2004.

c. Agree. The Department agrees that processes should be in place to
determine if employees are improperly over-riding system controls.
Specificdly, determining thet lettersare not being improperly suppressed will
be tested as part of the specia study described in “c” aove. Assuming
adequate computer resourceswill beavailable, thisproject will be completed
by June 2004.

Charitable Contribution Deductions

The charitable contribution deduction began as a TABOR refunding mechanism in
Calendar Year 2001. Under statutes, this mechanism alows taxpayers who do not
itemize deductions on their federal income tax return to deduct dl but $500 of their
charitable contributions on thelr state income tax return. The charitable contribution
refund is claimed by taxpayers as a subtraction from federa taxable income in order to
determine the Colorado taxableincome. Taxpayersclaimed atota of about $58.8 million
in charitable contribution deductions on Cadendar Year 2001 returns submitted from
January 1, 2002, to October 31, 2002.

During our audit werequested that the Department provide areport detailing dl taxpayers
who claimed more than $20,000 for the charitable contribution deduction. This report
showed that 41 taxpayers claimed a deduction of greater than $20,000 between January
1 and October 31, 2002. These deductionstotaed about $4.3 million and ranged from
$20,000 to $1,676,924. Because the Department does not have a method in place to
verify that the taxpayers did not itemize deductions on their federd tax returns, we could
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not determine whether the charitable contribution deductions claimed by the taxpayers
werevdid. Intotd, if it isfound that dl 41 taxpayers erroneoudy clamed the charitable
contribution deduction, the State will have received approximately $198,000 less in
income tax revenue,

In mogt ingtances, taxpayers itemize deductions on their federd tax return if the total
amount of those deductionsexceedsthe standard deduction. Itemized deductionsinclude
suchitemsas charitable contributions, medicd and denta expenses, state and local taxes,
and mortgage interest. The amount of these deductions, subject to certain limitations, is
then deducted from gross income in determining a taxpayer's taxable income. The
standard deduction ranges from $3,800 to $7,600 depending on the taxpayer's marital
gatus and other factors, with additional deductionsallowed for taxpayersage 65 or older
and those that are blind. The maximum standard deduction, with additiona deductions,
that isavailableto ataxpayer is$11,200. Therefore, itislikely that anindividua who has
over $20,000 in charitable contributions would itemize his or her deductions on the
federd tax return. The Department should have some process in place to verify that
taxpayers claming the charitable contribution deduction did not itemize on their federd
return and therefore are eigible for the deduction on their Colorado return.

Currently the Department does not have edits in place over the charitable contribution
deduction during the processing of returns. The Department does review al incometax
returns with refunds over $3,000, and some returns are stopped for random audits.
Therefore, if the taxpayer claimed the charitable contribution deduction, but did not have
arefund of greater than $3,000, the tax return would mogt likely not be reviewed by the
Department. The Fair Share Section within the Department receives federd tax
informationfrom the federal government after returns arefiled that can be used to review
the vdidity of Colorado income tax returns. However, Fair Share is not planning to
review Calendar Year 2001 tax returns until January 2004 and has not determined
whether the charitable contribution deduction will be subject to review.

The Department should consider additiona proceduresto ensurethat credits claimed by
taxpayers are reviewed. One option is to have Fair Share review dl charitable
contribution deductions over a certain dollar threshold.

Recommendation No. 20:

The Department of Revenue should develop and implement procedures to review
charitable contribution deductions clamed by taxpayers.
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Department of Revenue Response:

Partidly Agree. It is not possible to verify at the time of processing whether
taxpayers have clamed on their federa return the sandard federd deductions
because the IRS information necessary to make this verification is not available
to the Department until several months after returns are processed. By July 1,
2004, the Department’ s Fair Share audit section will develop apilot project using
federa information to evauate the propriety of these deductions.

Moreover, the Department will implement an up-front processing edit to deny this
deduction if ataxpayer dso clams an addition to Colorado taxable income for
state income taxes paid. The state income tax add-back should be made only
when the taxpayer does not take the federadl standard deduction, but taxpayers
sometimes mistakenly include this add-back, even though they have claimed only
the federal standard deduction. Therefore, while thisedit may have someuseas
a screening device, the edit cannot be used to verify that the taxpayer claimed
only the federd standard deduction.

The charitable contribution deduction is available only in years when thereisa
TABORsurplus. The Department will implement the processing edit when there
are tax years when there are TABOR surpluses.

Personal Property Tax Refunds

The persond property tax refund began asa TABOR refund mechanism in Fisca Year
1999. This mechanism alows qudified taxpayersto claim arefund of persond property
taxes paid to dl taxing jurisdictions in Colorado. In Fiscd Year 1999 dl qudified
taxpayers were required to submit a paper return and proof of payment to claim the
refund; this resulted in the Department’ s having to manually process more than 100,000
property tax returns. House Bill 00-1145 changed the process by alowing the refunds
to be processed autométically on the basis of information provided to the Department by
both county treasurers and county assessors. During our Fiscal Year 2001 audit, we
found that information provided by the counties was inaccurae, resulting in the
Department’ s having to process more than 2,800 returned checks. House Bill 01-1287
modified the adminigiration of the credit by requiring that one set of information be
provided from the county assessor and treasurer, instead of each submitting separate
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reports. During Fisca Y ear 2002, approximately 81,000 refund checks, totaling about
$101.6 million, were issued to taxpayers as aresult of the personal property tax refund.

In our Fisca Y ear 2001 audit, we found severa problemswith the personal property tax
refund process, pecifically that (1) thereweremorethan 3,100 outstanding, or uncashed,
refund checks, (2) data entry errors on taxpayer information were made by the
Department; and (3) as noted above, some countieswere unclear on the information that
was to be provided to the Department. \We noted improvements during our current year
audit. Most of the improvements occurred because 54 of the 63 counties submitted
electronic reportsin Fisca Y ear 2002, compared with 25 countiesin Fiscal Y ear 2001,
whichreduced the number of dataentry errorsby Department taff. The Department aso
implemented new editsto verify the accuracy of dataentry for the amount of tax paid and
the number of schedules submitted. However, we continued to find outstanding refund
checks.

During our current audit we found that there were more than 2,400 checks, totaling about
$2.1 million, that were outstanding as of November 4, 2002. Among these checks, 39
were related to the Caendar Y ear 2000 refund checks, totaling about $269,000. The
Depatment stated that these 39 checks were reissued to the taxpayer; however, the
checks were not cashed. The remaining outstanding checks were part of the Caendar
Y ear 2001 refunds and ranged from $1 to $169,155. Themgjority of these checkswere
issued on a single day, October 29, 2001. Of these, there were 461 checks that were
greater than $500 each. The 10 largest checks ranged from $28,081 to $169,155 and
wereissued to mgor corporationsthat should be easily located. The Department reports
that it has not contacted any of the taxpayerswith these outstanding checks, including the
corporations with the 10 highest amounts. The Department believes that al outstanding
checks have been received by the taxpayer but have not been cashed. All of the
outstanding checks were cancelled in December 2002 as part of the State's expired
check process; therefore, the taxpayer must contact the Department in order to have a
refund check reissued.

Inour Fiscd Y ear 2001 audit, we recommended that the Department immediately resolve
the outstanding checks. The Department contacted the 183 taxpayers that had checks
greater than $500, and reissued checks to these taxpayers, as applicable. Of the 183
taxpayers with checks over $500, 26 checks remained uncashed as of November 4,
2002. Theremaining 13 checksthat we noted were outstanding from the Calendar Y ear
2000 refund werefor taxpayerswho had checksthat werelessthan $500. We provided
suggestions to the Department to devel op proceduresto locate the rightful owners of the
outstanding checksfor future refunds. The suggestionsincluded working with the county
that originaly provided the taxpayer information, posting the names of the individuas on
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the Department's Web page, and turning the outstanding checks over to the Treasury's
Undamed Property section. Asmentioned earlier, the Department did contact taxpayers
with outstanding checks in Fiscd Year 2001, but the Department did not implement
procedures to locate the rightful owners of outstanding checks for the Caendar Year
2001 refund.

The Department should consider whether it is viable to turn outstanding checks over to
Treasury's Unclamed Property section. Currently the Department has a statute in place
that allows uncashed income tax refunds to be turned over to Unclaimed Property, but
this statute does not apply to other types of tax refunds. The Department should consider
seeking legidation to extend the statute to alow persona property tax refunds to be
turned over to the Unclaimed Property section.

Recommendation No. 21:

The Department of Revenue should resolve outstanding check issues to ensure that
taxpayers recaive their persona property tax refunds in atimey manner by working
withthe General Assembly to extend legidation to alow persona property tax refundsto
be turned over to the Treasurer's Unclaimed Property Section.

Department of Revenue Response:

Agree. By December 2004, the Department of Revenue will seek legidation
implementing the Office of the State Auditor's recommendation regarding
uncashed/voided business persona property tax refund warrants. The
Depatment will aso consder expanding that request to include other
uncashed/voided business tax warrants.
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Office of the State Treasurer

| ntroduction

The Office of the State Treasurer is established by the State Condtitution. The Treasurer
is an eected officia who serves a four-year term.  The Office manages the State's
invesments, and implements and monitors the State's cash management procedures.
Other duties and respongbilities include:

* Recaving, managing, and disburaing the State's cash.
» Safekeeping the State's securities and certificates of deposit.

*  Managing the State's Unclaimed Property Program, the School Didtrict Loan
Program, and the Elderly Property-Tax Deferra Program.

The State's pooled investments are made up of a variety of securities as shown in the
following chart:

Colorado Treasury Pool Portfolio Mix
June 30, 2002
(In Millions)

Asset-Backed
Securities
$346 Corporate

/ $433

Mortgage-Backed

Securities ~
$17

Money Market

$200
I

U.S. Treasuries
$981

Sour ce; Office of the State Treasurer records.
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The following comments were prepared by the public accounting firm of Grant Thornton,
LLP, who performed audit work at the Office of the State Treasurer.

Compliance With Colorado Funds
M anagement Act

The Colorado Funds Management Act (the Act) under Section 24-75-901, C.R.S., was
enacted to allow the State to finance temporary cash flow deficits caused by fluctuations
in revenue and expenditures. Under the Act, the State Treasurer is authorized to sell Tax
and Revenue Anticipation Notes (TRANS). TRANS are short-term notes payable from
the future anticipated pledged revenue.

The Office of the State Auditor reviewsinformation relating to tax and revenue anticipation
notes and reportsthisinformation to the Generd Assembly asdirected by Section 24-75-
914, CR.S. Thefallowing discusson providesinformation about the Treasurer’s duly 2,
2002, issuance of $800 million in Genera Fund Tax and Revenue Anticipation Notes
(herefter referred to as the Series 2002A Notes) and the November 25, 2002, issuance
of $200 millionin Generd Fund Tax and Revenue Anticipation Notes (heregfter referred
to as the Series 2002B Notes).

Termsand Price

Both series of Notes have a maturity date of June 27, 2003, and are not subject to
redemption prior to maturity. Thisdate complieswith the Act, which requiresthe maturity
date to be at least three days prior to the end of the fiscd year of issue. The following
table provides other details of the terms and price.
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State of Colorado
Details of Series 2002A and 2002B Note Issues
| ssue Amount: 2002A $800,000,000
2002B $200,000,000
Denomination (Both Series) $5,000
Premium on Sde 2002A $11,579,500
2002B $1,456,000
Face Interest Rate: 2002A 3.00%
2002B 2.50%
Average Interest Cogt to the State: 2002A 1.532%
2002B 1.264%
Sour ce: Office of the State Treasurer records.
Note: Theaverage interest cost to the State was calculated by the Treasurer’ s Office based
ugon the net interest cost on each issue.

Notesin each seriesareissued a different faceinterest rates. These aretheratesat which
interest will be paid on the Notes.  The average interest cogt to the State differsfrom the
face amount because the Notes are sold at a premium, which reducesthe interest expense
incurred.

Security and Sour ce of Payment
In accordance with the Act, principa and interest on the Series 2002A and 2002B Notes
are payable solely from any cash income or other cash receipts recorded in the Genera
Fund for Fiscal Year 2003. Genera Fund cash receiptsinclude those that are subject to
gppropriation in Fiscd Year 2003 and any pledged revenue, including the following:

* Revenue not yet recorded in the Generd Fund at the date the Notes were issued.

* Any unexpended Note proceeds.

* Proceeds of internal borrowing from other state funds recorded in the Generd
Fund.
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The State Controller recordsmoniesreserved to pay theprincipa and interest of the Notes
in the Series 2002 Note Payment Account (Account) on the State’ s accounting system.
The holders of the Notes are secured by an exclusive first lien on assets in the Account.
The State Treasurer holds, in custody, the assets in the Series 2002 Note Account.

If the ba ance in the Account on June 15, 2003, islessthan the principa and interest of the
Notes due at maturity, the Treasurer must deposit into the Account al Genera Fund
revenue then available and borrow from other state funds until the balance meets the
required leve.

The amount due at maturity for Series 2002A is $823,670,000, consisting of the Note
principal of $800,000,000 and interest of $23,670,000. The amount due at maturity for
Series 2002B is $202,944,444, consisting of the Note principal of $200,000,000 and
interest of $2,944,444. To ensure the payment of the Series 2002A and 2002B Notes,
the Treasurer has agreed to deposit pledged revenueinto the Account so that the balance
on June 15, 2003, will be no less thantheamount to berepaid. The Note agreement aso
provides remedies for holders of the Notesin the event of defaullt.

L egal Opinion
Brownstein, Hyait and Farber, P.C., bond counsdl, have stated that, in their opinion:

The State has the power to issue the Notes and carry out the provisons of the
Note agreements.

The Series 2002A and 2002B Notes arelegd, binding, secured obligations of the
State.

I nterest on the Notesisexempt from taxation by the United Statesgovernment and
by the State of Colorado.

| nvestments

Boththe Colorado Funds Management Act and the Series 2002A and Series2002B Note
agreements alow the Tressurer to invest the fundsin the Account in digible invesments
until they are needed for Note repayment. Interest amounts earned ontheinvestmentsare
credited back to the Account. The State Treasurer is authorized to invest the fundsin a
variety of long-term and short-term securities according to Article 36 of Title24, CR.S.
Further, Section 24-75-910, C.R.S,, of the Funds Management Act states that the
Treasurer may:
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Invest the proceeds of the Notesin any securitiesthat arelega investmentsfor the
fund from which the Notes are payable.

Deposit the proceeds in any digible public depository.

Purpose of the Issue and Use of Proceeds

The Notes are being issued to fund the State's anticipated General Fund cash flow
shortfdls during the fisca year ending June 30, 2003. The proceeds of the sde of the
Notes were depodited in the State's Genera Fund.  Note proceeds will be used to
dleviae temporary cash flow shortfals and to finance the State€'s daily operations in
anticipation of taxes and other revenue to be received later in Fiscd Y ear 2003.

Additional Information

The Notes were issued through a competitive sale. A compstitive sdle involves a bid
process in which notes are sold to bidders offering the lowest interest rate.

The Notes issuance is subject to the Interna Revenue Service's (IRS) arbitrage
requirements. Ingenerd, arbitrageis defined asthe difference between the interest earned
by investing the Note proceeds and the interest paid on the borrowing. In addition, if the
State meets the IRS safe harbor rules, the Stateis alowed to earn and keep thisarbitrage
amount. The Office of the State Treasurer is responsble for monitoring compliance with
the arbitrage requirementsto ensure that the State will not beliable for an arbitrage rebate.

State Expenses

The State incurred expenses as aresult of the issuance and redemption of the TRANS.
These expenses were gpproximately $173,731 for the Series 2002A and Series 2002B
Notes. The expensesinclude:

* Bond legd counsd fees and reimbursement of related expenses incurred by the
bond counsdl.

» Disclosure counsd fees and expenses.
* Feespad to rating agencies for services.

» Codsof printing and digtributing preliminary and find offering satements and the
actual Notes.



100

State of Colorado Statewide Single Audit - Fiscal Y ear Ended June 30, 2002

» Travel codsof state employees associated with Note issuance and sdection of a
financid advisor.

* Redemption costs, congsting of fees and costs paid to agents to destroy the
redeemed securities.

No recommendation is made in this area.
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Department of Transportation

| ntroduction

The Colorado Department of Transportation is responsible for programs that impact dl
modes of trangportation. The State Trangportation Commission governs its operations.

In Fisca Year 2002 about 41 percent of the Department’ s expenditures were related to
congtruction funded by the Federd Highway Adminigtration (FHWA) and state salesand
use tax funds. The Department’s portion of the State Highway Users Tax Fund (i.e,, the
State Highway Fund) and various aviation-related taxes fund most of its other
expenditures. The Department also receives monies from other federd agencies that it
passes through to locad governments and other entities for highway safety and
transportation improvement programs.  The Department’s Fiscal Year 2002 funding
totaled $1,140 hillion as shown in the following chart:

Department of Transportation

Fiscal Year 2002 Funding by Funding Source
(In Millions)

Other

$119.3 HUTF Transfers
Senate Bill 97-1 $404.3

$35.2

TRANS Bonds
$264.2

Federal Funds
$317.0

Source: Office of the State Auditor analysis of COFRS data.
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Contract Oversight

InMay 2001 the Department of Trangportation (CDOT) enteredinto anintergovernmental
agreement with the Regiond Transportation Didrict (RTD), the Federa Highway
Adminigration (FHWA), and the Federal Trangt Administration (FTA) related to the
Southeast Corridor project. The Department defines the cost alocation between the
Department and RTD for this project for the years 2001 through 2005 as shown in the
following teble

Department of Transportation
Cost Allocation on Southeast Corridor Project
(In Thousands)

Calendar Year

Responsible Total

2001 2002 2003 2004 2005

Party

Total

Per centages

CDOT

$108,004

$208,830

$215,980

$78,348

$48,592

$ 659,754

53.83%

RTD

17,859

96,525

119,161

155,490

176,737

565,772

46.17%

Total

$125,863

$305,355

$335,141

$233,838

$225,329

$1,225,526

100.00%

CDOT

Percentage 85.81% 68.39% 64.44% 33.51% 21.56% 100.00%

Sour ce: Data provided by the Department of Transportation.

The agreement provided that as 2001 billings from the contractor camein, the Department
was to pay 86 percent of the invoiced costs and RTD was to pay 14 percent. These
payments were made to a third-party escrow agent, and the escrow agent paid the
contractor.

Wefound that the Department paid $4.8 million in costsrelated to the project prior to June
30, 2001 which were actudly the respongbility of RTD. During Fisca Year 2001 the
Depatment paid $30.6 million to the escrow agent for the project, based on the total
invoiced amount of $34 million lessretainage of $3.4 million. According to the agreement,
the Department’ sshare of thetotd costsfor Fisca Y ear 2001 was about $26.3 million net
of retainage of $2.9 million and RTD’s share was $4.8 million. We determined that the
Department had paid RTD’ s share of the June invoices.

RTD subsequently repaid the amount owed in Fiscd Y ear 2002 by paying agreater share
of future months' contractor payments. However, the reimbursement due from RTD was
not recorded by the Department on the year-end books at June 30, 2001. Thisresulted
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in an overgtatement of $4.8 millionin expenditures on the Department’ s books for Fiscal
Y ear 2001.

The Department’s overpayment and unrecorded receivable resulted from a lack of
oversght of invoices received to ensure that billings were congstent with the terms of the
contract and that only costs attributable to the Department were paid and recorded onits
books. Given the sze of this contract, it is important that adegquate monitoring of the
contract is performed to determine that the proper amounts are recorded.

Recommendation No. 22:

The Department of Trangportation should andyzeinvoicesreceived for the costsincurred
on congtruction projects and record the appropriate costsin accordance with the terms of
the contracts.

Department of Transportation Response:

Agree. Payment documents are reviewed to determine appropriateness and
compliance with contract terms. The Stuation identified related specificdly to the
initid payments for the Southeast Corridor project. Since that time, addition
processing controls have beenimplemented. |mplemented December 31, 2001.

The following comment was prepared by the public accounting firm of Grant Thornton
LLP, who performed audit work at the Department of Transportation for Fiscal Year
2002.

Depreciation of Buildings

For Fisca Year 2002 the State was required to adopt Governmental Accounting
Standards Board (GASB) Statement No. 34, Basc Financial Statements — and
Management’ s Discussion and Analysis—for State and Local Governments. GASB
Statement No. 34 requires that certain long-lived assets, such asbuildings, be capitdized
and depreciated over their estimated useful lives. The mgority of the Department’s
buildings have been in exisence for many years. Since this is the first year of
implementation, the Department had to estimate the remaining lives of existing asssts and
alocate the depreciation to prior and future years.
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During our review of cepitad assets, we found that the Department did not record
depreciation on its buildings. The historical cost of these buildings totaled gpproximatdy
$62.1 million. By using auseful life of 100 years, we estimated that the Department should
have recorded gpproximately $18 million in prior years accumulated depreciation and
approximately $700,000 in current year depreciation expense for those assets. The
Depatment made the recommended audit adjustments and subsequently recorded the
proper amounts on the State' s accounting system.

In addition, the Department aggregated the historica cost of its buildings in making the
esimate. While we do not anticipate any significant change from the estimates above,
further refinements need to be done. Some buildings may warrant a longer or shorter
useful life than 100 years. Some buildings do not meet the criteriafor capitdization; that
is, the historical cost does not exceed the threshold of $50,000. The Department should
evauate the useful lives of its buildings and whether dl buildings should be capitdized and
expensed over multiple years.

Recommendation No. 23:

The Department of Trangportation should ensurethe proper recording of capital assetsby:

a Cdculding the estimated ussful lives on al buildings usng the guiddines outlined
in the State Fiscal Procedures Manual.

b. Recording accumulated depreciation and depreciation expense using the Sraight-
line method and the estimated useful lives as determined above.

c. Evduating whether dl buildings should be capitdized.

Department of Transportation Response:

Agree. Fisca Year 2002 wasthe first year for the implementation of GASB 34.
Considerable attention and work effort was expended in identifying, capitalizing,
and depreciating the Department’s capita assets and infrastructure.  Detailed
inventory records will be reviewed and adjused as recommended.
I mplementation date June 30, 2003.






